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l. INTRODUCT I ON

A. Procedural History

On November 16, 1992, pursuant to G.L. c. 164, § 94, Cambridge Electric Light
Company ("Cambridge" or "Company") filed wi th the Department of Public Utilities
('Department’) tar i ffs of rates and charges to become effective December 1, 1992. The
proposed tariffs are designed to Increase the Company's retail electric revenues by
$10,171,181, or 9.3 percent, over revenues collected for the test year ending June 30, 1992.
By Order dated November 23, 1992, the Department suspended the effective date of the
proposed tariffs until June 1, 1993, 1norder to investigate the propriety of the rates and
charges sought by the Company. The investigation was docketed as D.P.U. 92-250.

Cambridge provides retail electric service to approximately 4,00 customers in the
City of Cambridge. The Company also sells electricity atwholesale to the Town of
Belmont. Cambridge i1s one of twelve subsidiaries of Commonwealth Energy System
("ComEnergy System'). ComEnergy System 1s an exempt holding company under the
PublicltilityHolding Company Act of 19%. Other subsidiaries,whichare affiliates of
Cambridge, include Com/EnergyServices Company (Servi ces Company"),whichprovides
financialandadministrative servicestoall subsidiaries, Con/EnergySteam Company
("Steam Company"), which sells steam to retail customers, Canal Electric Company
('Canal), awholesale electric generating company which sells power to Cambridge,
Commonwealth Electric Company (‘'Commonwealth Electric’), and Commonwealth Gas
Company ('Commonwealth Gas"). Cambridge operates several small oil- and gas-fired

generating units and has contractual interests 1nCanal Initland Canal Init2, two large
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ol l-fired units owned by Canal. The Department last granted Cambridge a rate increase of

$,437,500, pursuant to a settlement filed by the parties in Cambridge Electric Light

Company, D.P.U. 89-109 (1989).

Pursuant tonotice duly i1ssued, apublic hearing was held inCambridge on
January 19, 1993 to afford interested persons an opportunity to be heard. Seventeendays of
evidentiary hearings were held at the offices of the Department, beginning on
February 1, 1993and ending on February 26, 1993. The Department granted the petitions
for leave to 1ntervene filed by the Commonwealth's Executive Office of Economic Affairs,
Division of Energy fesources ('DOER") and The Energy Consortium.! The Attorney
General of the Commonwealth ('Attorney General") intervened inthis proceeding pursuant
to G.L. c. 12, §lIE. No other petitions for leave to intervene were filed.

Insupportof 1ts filing, the Company presented the testimony of 4withesses: Harold
N.Scherer, Jr., president and chief operating officer ;*fobertH. Martin, manager of cost
administration; Francis J. McDonough, director of taxes; Stuart J. McDaniel, senior vice
presidentof ASConsultants-Uti lityServicesGroup; Paulf Moul, seniorvicepresident
of AlS Consultants - ltility Services Group; James H. Aikman, vice president of

Management Resources International ; Henry C. LaMontagne, manager, rate design;

The Energy Consortium is anunincorporatedassociationof large industrial and
commercial users of energy and includesHharvard lniversity,Massachusetts Institute
of Technology, Polaroid Corporation, Raytheon Corporation, and Il. R. Grace
Company.

: On March 1, 1993, Russell D. liright succeeded Mr. Scherer as Cambridge’'s
president and chief operating officer.
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Stephen C. Chiara, senior rate analyst; Peter J. Folta, senior rate analyst; Paul H Krawczyk,
planning engineer; John A. lhalen, comptroller and chief accounting officer;
Paul A. Fiocchi, manager of demand program administrative services; Stevenl. Geller,
director of demand program administration; and MortD. Zajac, manager of market planning
and research.

The Energy Consortium sponsored the testimony of two witnesses: Mark Drazen and
LynnPearson, consultants withDrazen, BrubakeréAssociates, Inc.,who testifiedoncost
allocation, marginal cost, and rate design.

Cambr idge sponsored 88 exhibits, the Attomey General sponsored 2/9 exhibits, The
Energy Consortium sponsored 9 exhibits, and the Department sponsoredilexhibits. The
record also includes responses to 7l record requests. All parties filedbriefs andreply
briefs. Inaccordance withDepartment practice, the record remained open after the close of
evidentiary hearings foradmissionof certain information, including specifiedupdates to
schedules and responses to record requests.

Among the discovery 1ssued Inthis case, onJanuary 22,1993, DOER requested
informationfrom Cambridge relating to mergers. OnJanuary 28, 1993, the Company filed
objections to each of the informationrequests, and onJanuary 29, 1993, DOERfiled a
Motion to Compel responses to the 1nformation requests, which the hearing officer denied in
aruling onMarch 2, 1993. This discovery 1s discussed further inSection 1.B.2., below.

B. Procedural Matters

1. Motions to Strike

On April 12,1993, the Attorney General filed aMotionTo Stri ke Portions Of The
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Company's Initial Brief. OnApril 2, 1993, Cambridge filed aMotion to Strike Portions of
the Attorney General'sReplyBrief. OnApril 27,1993, the Attorney General responded to
this latter motionwithanOppositionto Cambridge ElectricLight Company'sMotionto
Strike Portions of the Attomey General's feply Brief. Each of these filings consists of an
extensive list of perceived problems with matters addressed onbrief. Ingeneral, the parties
assert that there 1s Inadequate support or record citation ineachother'sbriefs. he specific
passages challenged often amount to I 1ttle more than hyperbole, characterization of fact,
argument, or embell 1shment to existing written argument. lle will not rule on the lists
seriatim. hose passages which are challenged as unswom and unsupported by the evidence
in the case will be considered as argument and wi Il be afforded due weight in light of the

evidentiary record inthe case. Braintree Electric Light Department, D.P.U. 90-263,

at 24-25 (1991). Accordingly, the Motions to Strike of the Attorney General and the
Company are denied.’

2. DOER's Request for Clarification

On January 22, 1993, DOER filed 1ts First Set of InformationRequests. These
1infformation requests sought information fromCambridge regarding possible economies under
certain hypothetical scenarios relating to mergers, consol idations or joint endeavors with

other electric utilities. OnJanuary 28, 1993, the Company filed objections to each of the

OnMarch19, 1993, the hearing officer issuedaruling regarding the Attorney
General's Objection to Cambridge Electric Light Company's Filing of Certain
Schedules. Thisruling, inter alia, denied an adjustment to Schedule £ conceming
overhaul expenses at Kendall Station. Cambridge proposed the same adjustment in its
April5, 1993brief. For the reasons stated 1nthe rul ing, the Deparmentwill not
consider the Company's proposed adjustment.
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information requests on the grounds that each i1s 'vague, overbroad, burdensome, and well
beyond any reasonable scope of thisproceeding." Pursuant to a Motion to Compel
Discovery filed by DOER on January 29, 1993, and following oral argument, the hearing

officer 1ssued arulingdenying the motion (Ruling”) which stated inter alia that:

the 1ssues ofmergers, consol idations, and jointendeavorswithotherelectric

utilities, as raised by DOER's information requests, fall outside the scope of a

general rate case ... [However,] the kinds of evidence typically gathered ina

general rate case may lead the Department, pursuant to G.L. c. 164, to
examine the 1ssues of mergers, consolidations, or joint endeavors inan
appropriate proceeding.

Hearing Officer Ruling, March 25, 1993, at 7.

OnApriul2,1993, DOERfileda letterwhich(l) indicated that itwouldnot appeal
the fuling and (2) requested that the hearing officer clarify theful ing.’ The Department
has thoroughly revi ewed both DOER'Sposition as stated inthe record of this case, and its
request for clarification. The Department finds that, based on the facts inthis case, the
fuling 1s supported on the record and accurately reflects the best disposition of the 1ssues
raised by DOER.

It 1s important to note that inresponse to DOER'Sdiscovery, Cambridge indicated

that 1thadnot perfomed any studies concerning economies that would be achieved by

mergers, consolidations, or other joint activities with other electric utilities. herefore, there

DOERfiled its initial briefprior to theHearing Officer's ruling. In itsreply
brief, DOER again addressed the 1ssues related to discovery and incorporated
1ts request for clarification. The Company responded to DOER'S written

arguments inits initial andreplybriefs. The parties'argumentswere similarto
those raised i1n the Motion to compel and response thereto. There was no
appeal of the hearing officer's rul ing and, accordingly It isnotnecessary to
restate the discovery 1ssue or respond to the particular arguments raised.
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were no existing studies toproduce. Although inthe instant case there wereno studiestobe
produced, 1t appears that any such studies a company had performed would be discoverable.

The remaining di scovery submitted by DOER asked for studies to be performed and
involved assumptions that the Company had merged wi thBoston Edi son Company, "a large
electricutility,or'alargerelectricutility. Inthe Commission's judgment, therewas
insufficient time remaining inthe case to perform and analyze those studies.’

he Issues of mergers, acquisitions, joint endeavors, and other reorganizational
activitiesofone jurisdictional utilitywithanother maywell relate to management, cost
containment, or other 1ssues clearly and traditionally contained 1nour jurisdiction
Therefore, these 1ssues are of considerable and continuing Interest to the Department.

As indicated intheful ing, the Department expects all util1ties to explore thoroughly
all cost-savings measures, andwe wi ll notbe reluctant to investigate fully the depthand
breadth of a company's efforts. Thefuling 1tselfnoted that "I ssues of cost-savings, cost-
effectiveness, and forms of corporate organizationgenerally are of considerable interest to
the Department,’ and given this interest, 'utilities [must] explore potential opportunities to

achieve efficienciesofall kinds."Seefuling at’. These principles remainparamount.

’ The decisiontopermitdiscoveryonthese kinds of 1ssues 1s subject to the law
and regulations controlling discovery, including the pragmatic concerns of,
among other things, the timing of the 1ssuance of discovery and the feasibility
of the Company to undertake ameaningful study inthe time remaining inthe
case. Moreover, the proponent of such discovery might be best served by
presenting Its own direct case and subsequent analysis.
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Corporate structure couldwell be a critical component of a utility's search for
gyportunities to berefit its ratepayers, not to mention to fulfill its fiduciary resporsibilities to
1ts shareholders. The Department fully expects companies under 1ts jurisdiction, when faced
either withboth extraordinary problems and extraordinary opportunities, to look outside the
perimeter of their own operations. It may well be appropriate to consider mergers or
acquisitions inorder to further optimize least-cost plaming efforts and better fulfill thear
obligations to serve. Economies of scale might be obtained by establishing anew
organizationthroughmerger withanappropr iate partner. It maybe possible toeliminate
excess costs by central i1zing or decentral i1zing certainfunctions. lhere companies have
different load characteristics there may be particularly attractive opportunities. hese
opportunitieswill vary from company to company, and from time to time, but shouldbe
matters for continuing attentionand alertness by a company's seni or management and
directors. The Department wi ll exercise its discretion, when presented with such issues, to
determine prospectively the scope of inquiry into a utility’'s cost-savings efforts. However,
we cautionall of our jurisdictional companies that prudent and effective management practice
requireseachutility’'smanagementtobevigilantto seize all opportunities, whenever and

wherever available.
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11. RATE BASE

A. Kendall Station Allocations to Steam Company

1. The Company's Proposal

There are fiveboilers locatedat Cambridge’'sKendall Station(Exh. AG-108). Boilers
1,2, and 3 are owned solely by Cambridge, and del iver high pressure steam to three turbine
generators (Tr. 17, at 191-192 ; R-AG-34; R-AG-45). After the steam 1s used to drive the
turbines, residual lonjpressure exnaust steam i1s available for resale to the Steam Company
(R-AG-34; R-AG-45). During the test year, the Company sold £ percent of the steam
producedbyboirlers], 2, and3to the Steam Company after the steamwas used to produce
electricity, earning the Company gross revenues of $3,234,65 (R-AG-45, Rev.). As
prescribed by the Ini formSystem of Accounts for Electric Companies, these revenues are
booked to Account 5¥ and are credited against steam power generation expense (see, e.q.,
Exh. CEL-33, at 320).

Boilers 4 and 5 are owned solely by the Steam Company and supplement steam
purchased from Cambridge for sale to the Steam Company's customers (Ir. 6, at 5 ;
R-AG-3). These two boi lers are housed 1nha separate Company-ownedbui lding classified
as non-utility plant (Tr. 8, at 106). Cambridge booked to Account 121 (Non-Uta I 1ty Plant)
$482,596 1n Kendall Station land and buildings used by the Steam Company, and the
Company assigned aportionof other facilities to the Steam Company (Exhs. CEL-33,
at 21; AG-108). During the test year, Cambridge charged the Steam Company $92,219 in

rental fees for the space and related facilities (Exh. AG-108, Att. 1-21(d)).
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2. Positions of the Parties

a. The Attorney General

The Attomey General contends that the Company has fai led to allocate any portion of
boilers |, 2, and 3 to the Steam Company (Attorney General Brief at 37). The Attorney
General reasons thatbecause the primary source of steam soldby the Steam Company 1s
produced fromboilersy, 2, and 3, a portion of boi ler plant should be allocated to the Steam
Company (id.; Attorney General Reply Brief at 24).

Inresponse to the Company’'s argument that the 1ssue of allocations to the Steam

Company was settled 1n Cambridge Electric Light Company, D.P.U. 20104 (1979), the

Attomey General responds that the Department has since become muchmore sophisticated 1n
its treatment of inter-company allocations (Attorney GeneralReplyBriefat22-23). The
Attomey General contends thatplantused joantly by uti I 1ty andnon-uti I 1ty operations are now

allocatedbetweensuchoperations (id.,citingBerkshire Gas Company, D.P.U. 92-210,

at 4-18 (1993) and Berkshire Gas Company, D.P.U. 90-121, at 20-70 (1990)).

Inhis initial brief, the Attomey General recommends using a £ percent production
plant allocator to apportion the Company's boi ler plant to the Steam Company, based on the
percentage of total steam production at Kendall Station sold to the Steam Company, yielding
adecrease to Cambridge's grossplant of §3,699,375 (Attorney General Brief at 37-38). In
his reply brief, the Attomey General revisedhi s proposed allocator by offering a monthly
proportional responsibility (R) allocation factor based on the Department’'s decision iIn
D.P.U.90-121, resulting inanallocationof43.58 percent to the Steam Company (Attorney

General Reply Brief at ).



D.P.U. 92-250 Page 10

Consistentwithhis revisedallocator, the Attorney General advocates reducing
accumulated depreciationassociated with that portionofboi ler plant usedby the Steam
Company (Attomey General Brief at 38). To calculate the accumulated depreciationonwhat
he considers to be the Steam Company's portion of the total use ofboilers|, 2, and3, the
Attomey General determined that 3.3 percent of accumulated depreciation on steamplant,
or $,14,619, represented accumulateddepreciationonthe Company'sboi lerequipment(id.
at38-39). Using his calculation of the depreciationreserve of §,14,619 associatedwith
the Company's boiler plant and the 43.58 percent allocation to the Steam Company as
calculated above, the Attomey General concludes that £3.58 percent of the depreciation
associatedwith Cambridge's boiler plant should be allocated to the Steam Company
(Attorney General Brief at 38-39; Attorney General Reply Brief at 25). The Attorney
Gereral also argues that 2.7 percent of accumulateddeferred income taxes, representing the
portion ofboi ler plant proposed to be removed from rate base as a percentage of total
depreciable plant, also be removed from the Company’'s accumulated deferred income tax
reserve, for adecrease inthe deferred income tax reserve of %0,41 (id. at 39).° Finally,
the Attorney General proposes to adjust the Company's depreciation and property tax
expense consistentwiththese recommendations (id. at 39-40). hese adjustments are

addressed below.

he Attomey General’s calculationof depreciationreserve and deferred income taxes
1S based on the £ percent allocator proposed inhis initial brief (Attomey General
Brief at 39).
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b. The Company

Cambridge argues that the 1ssue of the Company's allocations to the Steam Company
were fully reviewed and approved by the Department in D.P.U. 20104. According to the
Company, 1nD.P.U. 20104, the Department found that any allocation of expenses to the
Steam Company must be first functional ized, then classified and then allocated (Company
Brief at 3)). Cambridge contends that the Attomey General's allocation method fails to take
Into account functioralization or classification (id). Canbridge maintains that, because the
Steam Company owns all of the plant used in the transmi ssionand production of steam, only
generation plant used 1n the joint production of steam and electricity requires examination
(xd). Inreviewing classification of plant, Cambridge argues that the analysis of the demand
requirements of each operation (electricity and steam) demonstrates the 1mpropriety of a
energy-based allocator as proposed by the Attorney General (1d. at 38).

The Company claims that, in D.P.U. 20104, the Department found that the
appropriate allocator was equal to the percentage of steam that was not used 1nproducing
electricity (Company Brief at 38, citing D.P.U. 20104, at 14-15). Because the Company
claims all of the steam produced at Kendall Stationwas used inthe productionofelectricity,
Jjust as was the case presented 1nD.P.U. 014, no allocation to the Steam Company of costs
associated with Kendall Station 1s warranted (1d.).

Cambridge claims that it received$9,391,78, consisting primari ly of fuel and labor
reimbursements, from the Steam Company during the testyear (1d., at 36, 42, citing
Exhs. AG-108 and AG-216). The Company submits that these re 1mbursements for a steam

operationwithgrossrevenues of§l1,647,862 provide abetter indi cator thanthe Attorney
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Gereral's analysis indetermining whether the Steam Company 1s bearing 1ts share of costs
(Company Reply Brief at ). Cambr 1dge contends that acceptance of the Attorney General's
recommendation would over-allocate costs to the Steam Company's customers and render the
steam operation noncompetitive (id. at 22).

The Company points towhat i1t considers to be the "'unique implications"of
cogeneration for cost assignment purposes (Company Brief at4; Company ReplyBrief
at 21). According to Cambridge, all of the steamproduced atKendall boilers|, 2, and3are
used to produce electricity (Company Brief at ). Only after the steam 1s used inelectricity
production 1s aportionrecaptured at low pressure for use by the Steam Company (1d.).
Cambridge indicates that the configurationand specifications of the Kendall Stationboilers
and turbines demonstrate that the primary purpose ofboilers, 2, and3 1s toprovide
electricity(id. at £-41). Cambridge emphasizes that the steam sold to the Steam Company
1S abyproduct of electric generation, ad that 1t is theneed for electricitywhichdictates the
operation of Kendall Station (1d.; Company Reply Brief at 2).

fegarding the Attorney General's argument that plant used jointly by util ity and
nonrutility operations i1s allocated between such operations, Canbridge points out that unlike
other joint operations, such as Berkshire Gas Company's propane division, Berkshire
Propane, the Steam Compary i1 s fully able to supply 1ts customers from 1ts ownfacilities, and
places no demand on Company-owned boi lers for costallocationpurposes (1d. at 24;
Company Brief at 38). Moreover, the Company asserts that the absence of di fferent material
circumstances than those present 1nD.P.U. 0104, requires reasoned consistency and,

therefore, the rejection of the Attorney General's proposed allocator (Company Brief
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at 39-40).

3. Analysis and Findings

InD.P.U. 20104, the Department rejected the use of a energy allocator to assign
costs between the Company's Blackstone Street Station boi ler plant and the Steam Company.
1d., at 4-15. Instead, the Department accepted anallocationmethodwhichreflected the
Company's operational requirements and the role of the Blackstone Street Station in
Cambridge’'s supply portfolio. Id. at 13-15. Moreover, the Department noted in
DPU. 210 that its disposition of the 1ssues conceming Blackstone Station costs had equal
application to Kendall Station. 1d. at 10 n.3.

Ihile the Department mandated the use of a monthly PR allocator inD.P.U. 90-121,
and accepted adailyPRallocator 1nD.P.U. 92-210, we find that the allocation method
developed 1nD.P.U. 20104 for the Blackstone StreetStationboinlerplantshouldstill be
applied 1n the instant case.

In both D.P.U. 92-210 and D.P.U. 90-121, the Department found that utility plant
was used to fumish the same product directly to both the util 1ty operationand 1tsnonutility
propane salesdivision. However, inthe Instant case, all of the steamproduced inKendall
Station'shoilers], 2, and3 1sused inthe generationof electricity; no steamproduced at
theseboilers i1s solddirectly to the Steam Company without firstbe 1ng used to operate the
Company's turbines (R-AG-34; Tr. 8, at 110). The operations of the Steam Company
differ from Berkshire Propane to such an extent that the cost allocation principles expressed
in D.P.U. 92-210 and D.P.U. 90-121 cannot be applied to Cambridge's steam sales.

Accordingly, the Department finds that no further plant allocation i1s required.



D.P.U. 92-250 Page U4

B. Cash llorking Capital Allowance

1. The Company's Proposal

In 1ts day-to-day operations, the Company requires working capital to pay for its
operation and maintenance ('0tM") expenses as well as its fuel and purchased power
expenses. lliorking capital 1sprovided e ther through funds internally generated by the
Company (1.e., retained earnings) or through short-termborrowings. Department precedent
entitles Cambridge to be reimbursed for the costs associated with the use of 1ts own funds

and for the interestexpense 1t incurs forborrowings. lestermMassachusetts Electric

Company, D.P.U. 87-260, at 22-23 (1988). This reimbursement 1s accomplished by adding
a working capital component to the Company's rate base computation.

A time lag occurs between the Company’'s payment of 1ts 0(dM expenses and
customers' payments for services received. The time lag 1nvolves two components: (1) the
number of days between the del 1very of electric servi ce by the Company and the receipt of
payment from customers ('lag days") ; and (2) the number of days taken by the Company to
pay i1ts 0iM expenses ('lead days"). The difference 1s the net lag (or lead, 1fnegative).
The net lag 1s then appl 1ed to annual O¢M expenses to determine the average amount of
working capital the Company must have on hand to cover the lag 1n recovery of revenues for
services rendered.

In 1ts initial filing, the Company submitted a lead-lag study whi ch proposed a total
working capital allowance of $,908,603 (Exh. CEL-9, Sch. 39). This represented a
16.74-day net lag applied to total 0¢M requirements of $107,027,495 (Exh. CEL-3,

Sch. ). The lead-lag study indicated a revenue lag (the number of days between provision
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of service and customer payments for that service) of 4.18 days and a compos i te expense
lag (the number of days between the 1ncurrence of an expense and the Company's payment
of that expense) of 0.4 days (1d.). The overall results of the lead-lag study included anet
lead-lag factor of 12.67 (47.18 minus 34.51) days for fuel and purchased power expense, and
a net lead-lag factor of 28.03 (47.18 minus 19.15) days for other 0OiM expense (id.,
Sch. 1). Additionally, the lead-lag study included anet lag of 16.36 (47.18 minus 30.82)
days for taxes other than income taxes, anegative net lag of 11.77 (47.18 minus 58.95) days
for federal Income taxes, and anet lag of 32.33 (47.18 minus 14.85) days for state taxes
(1d.).

According to the Company, the lead-lag study followed the same method as was

approved in Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80 Phase One

(1991) ("D.P.U. 90-331"y wi th two modi fications reflecting what Cambridge considered to
be the appropriate treatment of purchased power expense and service company
reimbursements (Exh. CEL-3, at 4).

InD.P.U. 90-33L, the Department prescribed a 4.98-day payment lag for purchases
from Canal. Id. at 23-24. Based on 1ts actual payment hi story for power purchases from
Canal, Cambridge appl 1ed a 29.18-day payment lag for purchases from Canal Initl, and a
29.0-day lag for purchases fromCanal Init2 inderiving itsworking capital needs
(Exh. AG-1, at 21). The Company stated that under the terms of 1ts Canal Init 1 power
contract, payment 1s due at the time Canal sends i1ts 1nvoice to Cambridge, and that payments
for purchases fromCanal lnit2aredue l5days from invoicing (Exh. CEL-3,at 5; Tr. 1,

at £). Cambridge suggested that the Department misunderstood the nature of the lead-lag
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calculation inD.P.U. 90-331, and incorrectly concluded that the Company could make
payments 4 days inarrears on the basis of the £-day working capital allowance used for
purposes of setting Canal's wholesale rate (Exh. CEL-3, at 4).

InD.P.U. 90-331, the Department prescribed a 5.20-day payment lag for purchases
from the Services Company. 1d., at23-24. Inthe Instant case, the Company applieda
21.03-day payment lag for the Services Company re imbursements (Exh. CEL-3, Sch. 3).
Cambr idge reported that payments to the Services Company are made early inthe month
following the period of time duringwhichserviceswere providedby the Services Company
(Tr. 1, at43). According to the Company, this payment system el iminated the need to
allocate the capital costs of the Services Company to Cambridge and 1ts affiliates, thus
reducing the cost to Cambridge's ratepayers (Exh. CEL-3, at)).

2. Positions of the Parties

a. The Attorney General

lii th regard to payments to affil1ated companies, 1.e., Canal and the Services
Company, the Attorney General asserts that the Company has neither compliedwith
Department precedent to apply a 45-day payment lag as articulated 1nD.P.U. 90-33L, nor
provided any evidence to contradict the Department's findings inD.P.U. 90-33l (Attorney
General Brief at 34-35). According to the Attorney General, 1n D.P.U. 90-33L, the
Department rejected the practi ce of recognizing payments to affil 1ate companies as being
either prepaid or paid with a 5-day lag period, finding that ratepayers were already paying
for af-day revenue lag through affi l1ate contracts and, therefore, the Department found no

justificationforpayments to be made any earlier thanédays (id., citingD.P.U. 90-331,
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at 23-24). The Attorney General argues that the Company has failed to substantiate the
existence of abill ing arrangement that recognizes payments to affiliated companies as either
beingprepaidorpaidwithal-day lagperiod (1d. at 3). The Attorney General argues that
Cambr idge’'s ratepayers shouldnot be burdened wi th the expense of a l>--day expense lag in
their rates while the Company 1s granted 4 days to pay Canal (1d. at3). The Attorney
Gereral suggests that the real purpose of Cambridge’s witness on cashworkiing capital was to

reargue 1ssues already decided 1nD.P.U. 90-31 and Commonwealth Electric Company,

D.P.U. 88-135/151 (1989) (Attorney General Reply Brief at 17-18).

Inaddition, the Attorney General proposes an adjustment to the Company's cash
working capital allowance for interestexpense (Attorney General Brief at36-37). The
Attorney General argues thatwhi le the Company's interestonlong-termdebt ispaid
semi-amually, Cambridge collects through rates the 1nterest expense well before payment 1s
required (1d.). The Attomey General proposes, therefore, that the Company's cash working

capital allowance be reduced by $69,83 (id., at 36-37, citing llestern Massachusetts

Electric Company, D.P.U. 88-250, at 22 (1989)).

b. Energy Consortium

The Energy Consortium observes that whi le the Company's interest on long-term debt
1spaidsemi-amually, Cambridge collects the interest expense through rates ona continuous
basis (Energy ConsortiumBriefat6). he Energy Consortiumcontends that this represents
a source of working capital for the Company that partially offsets the Company's total
working capital needs, and should be recognized in the cashworking capital computation (ad.

at7, citingD.P.l. 88-20, at 22). Therefore, the Energy Consortium argues that anegative
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lag factor of 4.07 (47.18 minus 91.25) day lag factor for interest expense should be
included in rate base, thereby reducing the Company's working capital allowance by
$469,830 (1 d.).

C. The Company

Cambridge argues that 1ts calculation of cashworking capital generally conports with
Department precedent (Company Brief at 56-57). Inthose instanceswhere Cambridge
deviated from the cashworking capital methodprescribed inD.P.U. 90-331, the Company
asserts that 1ts departures are appropriate, because the record Inthis case 1s more complete
than was the case 1n D.P.U. 90-331 (Company Brief at 57; Company Reply Brief at 28).

Cambr idge contends that payments pursuant to the Canal Initlcontractare due
whenthe bill 1s rendered and payments for Canal UInit2and Seabrook lpurchases are due
l5days from the date of the invoice (CompanyBriefatb/). Additionally, Cambridge states
that 1t 1s subject to severe penalties for late payment (i1d. at 58). The Company further
argues that 1t made 1ts required payments under the terms of the contract, whi le maximizing
I ts cash management for the benefit of its ratepayers (id.; CompanyReplyBrief at 28).

Concerning its payments to the Services Company, Cambr idge stated that a 2.3-day
payment lag 1s accurate because under the Company'sbi ll ing arrangement with the Services
Company, payment 1s made 1n advance, which el iminates the need for the Services Company
to raise working capital from outside sources (Company Brief at59). Cambridge claims that
1tgenerally makes payments as they become due and has prepaid only three times during the
testyear (1d.). The Company argues that the Attomey General has presumed 1ncorrectly that

any Services Company payments withnegative lags are prepayments (Company Reply Brief
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at29). Rather than prepayments, Cambridge maintains thatnegative lags denote that
particular invoiceswere paidbefore the midpoint of the serviceperiod(id.). The Company
argues that the Services Company 1s not operated for profitand serves as aconduitto
allocate costs between 1ts affil1ates (Company Brief at59). Cambridge argues that by paying
the Services Company as payments become due, the Company avoids having to pay the
Services Company's working capital needs i1n the costs charged to Cambridge by the Services
Company (1d. at59-60). Inaddition, Cambridge contends that through this arrangement, the
Company avoids the possibility that it may end up subsidizing another affiliate’s portion of
the Services Company's working capital needs (Company Reply Brief at 29).
Cambridge rejects the Energy Consortium’s and Attorney General's proposed
treatment of Interest expense. First, the Company argues that interest 1s not recovered as an
operating expense, but as a component of the return on rate base (Company Brief at 60).
Cambridge claims that acceptance of the Energy Consortium's proposal would represent a
dramatic change inratemakingprinciples (id.). Moreover, the Company contends that the
Energy Consortium's reliance onD.P.l. 88-20 1s misplaced, because, inthat case, the
utility failed to meet the Department’'s requ i rements for a sound lead-lag study (i1d. at6l,
n. 48). Furthermore, Cambr 1dge argues that Department precedent di ctates aresult contrary
to that proposed by the Energy Consortium, and notes that the treatment of interest payments
by the Federal Energy fegulatory Commission (FERC) and other jurisdictions justifies the
Company's treatment of interestexpense (1d. at 61-62). Cambridge contends that i fthe
Department considers iInterest expense to be a component of working capital, thenthe

Department should reflect all types of expenses, including dividend payments, inthe working
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capital allowance (id. at 63).

3. Analysis and Findings

The Company has requested that the Department reconsider 1ts ruling iIn
D.P.U. 90-33L that payments to affi |l 1ated compani es shouldbe based ona®-day lag factor,
insofar as i1t applies to Cambridge. InD.P.U. 90-331, the Department found that the
Company's contracts with 1ts affil1ates, including Canal and the Services Company, specified
a f-day payment period. Id. at 23-24.

Inthis case, the facts aredistinguishable fromthe fact situationpresented iIn
D.P.U. 90-331. The evidence Inthis case demonstrates that rather than a 4-day payment
period for Canal purchases, the Company's contract with Canal Initlspecifies payment at
the time Canal bi lls Cambridge, and that payments for purchases from Canal Init2 are due
Ihdays frombilling (Exh. CEL-3, at 5; Tr.1, at70). Payments rece ived after thatdate are
subject to an interest charge equal to two percent above the thencurrent prime interest rate
(Tr. 1, at 76). The terms of these contracts have been approved by FERC (Ir. 1, at 71).
Moreover, Cambridge's paymenthi story to Canal exhibits payment lags consistentwi th those
associatedwiththe Company's other supply contracts (Exh. AG-1). Accordingly, the
Department finds that the Company's payment period i s the appropr 1ate lead component for
payments to Canal.

Regarding the Company's payments to the Services Company, the Department notes
that on at least three instances, payments were made before the end of the service period
covered by the 1Invoice, and as such, these payments by the Company to the Services

Company represents prepayments (Exh. AG-1, at 50; Tr. 1, at 43). As found 1n
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D.P.U. 90-331, prepayment of services providedby the Services Company amounttoagift
of working capital to the Services Company. 1d. at 2. The Company has fai led to support
1ts assertion that prepayments produce benefits to ratepayers in the form of cost savings or
otherwise. Accordingly, the Department rejects the Company's proposed 2.03-day lag for
payments to the Services Company.

However, the Department also finds that there 1s no support inthe record for the
Attorney General's proposed payment lag of 4 days. The Services Company s an
unregulated affiliate of Cambridge ; 1ts rates for services provided to the Company are not
regulated by Federal or state agencies. Services provided to Cambridge by the Services
Company are paid for early inthe month followingbi lling. Accordingly, there isnobasisto
conclude that a $-day work ing capital allowance plays any role inthe Services Company's
charges to Cambridge, and thus there 1sno basis to 1mpute a &-day payment lag in this case.

As noted above, some of the Services Company's billings to Cambridge have negative
lagdays assigned to them. The Department finds 1tappropr i1ate to exclude from the working
capital lag calculation those Services Company Invoices whichwere prepaid (1.e., ivoices
070124, 090192, and 040494). This produces a revised lead component of 24.5 days for
Services Company charges. Applicationofthis lead component to the Company's other
non-fuel OdM components results 1nanon-fuel OtM lag factor of 19.58 days instead of the
19.155-day factor reported by the Company. Accordingly, the Department shall apply anet
lag factor of 27.60 (47.18 minus 19.58) days 1ndetermining the Company's working capital
requirements associated with OiM expense.

Finally, the Department has considered the Company's arguments wi th respect to the
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inclusionof intereston long-termdebt 1nthe lead-lag calculation. The Department
traditionally has used the $-day convention, multipl1ed by OéM expense, to determine
non-fuel working capital requirements. For many years, the Department has steadfastly
rejected any additions to or offsets against appl 1 cationof the £-day convention. BostonGas

Company, D.P.U. 1100, at 16-19 (1982) ; Haverhill Gas Company, D.P.U. 19660, at 3

(1979) ; Massachusetts Electric Company, D.P.U. 18204, at 16-17 (1975).

Incertain instances, the Department has directed utilities to perform nonfuel leadlag
studies because of the Interrelationship between those utilities and their affiliates. ee

Commonwealth Electric Company, D.P.U. 88-135/151, at 10-12 (1989); D.P.U. 87-260,

at 31-32. The Department has adopted the results of a lead-lag study to calculate cash
working capital allowances only 1fthe results of a lead-lag study produce asignificantly

different result than the results obtained from the &-day convention. llestemMassachusetts

Electric Company, D.P.U. 86-280, at 31 (1987).

he cases cited by the Company in support of the proposition that interest expense i1s
not properly included in the lead-lag study are inapplicable here. Inthose cases, since the
Department appl 1ed the &-day convention there was no 1ssue as to whether interest shouldbe

included 1n the computation of the lead-lag factor. Berkshire Gas Company, D.P.U. 92-210,

at 266 (1993) ; Bay State Gas Company, D.P.U. 92-111, at 3! (1992) ; Massachusetts

Electric Company, D.P.U. 92-78 (1992) ; D.P.U. 90-331, at 10-24.

Incases inwhichautilityprovided anOiM lead-lag study, the Department included
Interest expense i1nthe computation of the lead-lag factor, finding that interest expense

represented cost-free funds provided by the ratepayer unti | the obl 1gation 1smet, and that
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unless interest expense 1s recognized as a source of cashworking capital at zero cost,
common stockholders will earn a return on capital not supplied by them. llestern

Massachusetts Electric Company, D.P.U. 89-25, at 8-10, 154 (1990) ; Western

Massachusetts Electric Company, D.P.U. 88-250, at 22 (1989).

The Company’s argument that operating expenses should be segregated from retumn
components for cashworking capital purposes i1s not compelling. The purpose of cash
working capital istopemitautility to recover legitimate working capital expense outlays
that mustbe madewhile waiting for collectionofrevenues. SeeD.P.l. 89-2%, at 9. The
Department has found that interest on long-term debt and preferred dividends represent cash
obligations,while commonstockdividends arenotcashobligations. D.P.U. 88-250,
at 2-3. Accordingly, the Department i1s not persuaded that the inclusion of interest inthe
cashworking capital allowance requires a corresponding inclusionof dividend payments in
the cash working capital allowance. The Department hereby reaffirms 1ts findings inD.P.U.
88-250 that interest expense is an appropriate component of an OéiM lead-lag study.
Accordingly, the Department shall apply anegative net lag factor of 44.07 (47.18 less 91.25)
days indetermining the Company's working capital requirements associatedwith interest
expense.

The Departmentwi ll rely on Exhibit CEL-9 andRecordfequestDPl-2l as the basis
for determining the net lag days i1nthe working capital calculation. Applying the
determinations reached above, the Department has adjusted the Company's lead-lag study by
revising the non-fuel O8M component to reflect a 24.5-day lag for services provided by the

Services Company. This adjustment produces anet lag of 27.60 days for OiM expense.
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Additionally, the Department has appl 1ed the negative lag factor of 4.07 days to the
Company’'s interest expense. The Department accepts the net lags proposed by Cambridge
for taxes other than income taxes, federal income taxes, and state taxes. hese factorswill
be appl 1 ed to a base compr i1 sed of non-fuel GV, taxes, and the return component associated

with long-term debt. D.P.U. 88-250, at 28.
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111. REVENIES

A. lork Management Information System

1. The Company's Proposal

From1989 through 1992, Cambr idge and Commonwealth Electric ('the Companies”)
developeda computerizedworkmanagement informationsystem (IMIS") to promote
uniform constructiondesigns, improve construction estimates, and provide tools for
managing line-crew workloads (Tr. 6, at 10-11; Exh. CEL-8, at 23). During 1ts
development the Company's customersdidnot supportany costs of thelMISproject
(Exh. CEL8, at 14). Accordingly, the costs associatedwith 1ts development were recorded
below the line and were not included in the testyear cost of service (i1d. at 14-15; Tr. 6,
at 27-28).

On March 18, 1991, the Companies sold the IMIS marketing rights to Synercom
Technology, Inc. (Exh. AG-106, Att. B). Pursuant to the SynercomMarketing Agreement,
the Company has the potential to receive, onanannual ized basis, §16,85 for sevenyears
(Exh. AG-106, Att. B, § 4.6). However, during the test year Cambridge received $2,500
for 1ts share of the sale of theiMISmarketing rights (Exh. CEL-9, Sch. 4; Tr. 6, at 21).
The Company proposed to remove thi s $2,50 inrevenues from its cost of service because
ratepayers did not support the costs of IMIS development (Exh. CEL-8, at 14-15).

On August]1, 1992 the Companies soldiMISto Bankers Leasing Corporation for
$1,671,293, whiich is equal to the cost of the system's development (Tr. 6, at 23, 25). The
Companies thenbegan leasing IMIS back for the amount of the IM1S development cost

fromBankers Leas ing Corporationby entering into a seven-year lease (Exh. CEL-8, at2;
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Exh. AG-106, Att. C). Cambridge proposed a $39,50 adjustment to i1 ts testyear costof
service toreflect the anmual lease cost over sevenyears (Exh. CEL-9, Appendix C, Sch. 15,
at 2). However, the proposediMIS lease adjustment 1 sbased ona six-year lease, rather
than a seven-year lease. According to the Company, 1t reduced the term of the lease to
decrease the amount of lease payments to be supported by ratepayers, inrecognition of the
revenue the Company will receive from the sale of the IMIS marketing rights
(Exh. CEL. 8, at 2).

2. Positions of the Parties

a. The Attorney General

The Attorney General does notdispute the adjustment forIMIS lease expense
(Attomey General Brief at 58). However, the Attomey General argues that through the lease
arrangement, ratepayers are essentially paying for the development of IMIS over the next
sixyears (1d. at57-58 ; Attorney GeneralReplyBriefat?i). The Attorney General argues
that the Company shouldnotbe allowed to retain the profits fromsellingiMISmarketing
rights while charging ratepayers for its development through the lease expense (1d.).
Accordingly, the Attomey General argues that the Company's revenues shouldbe increased
by $16,875 to reflect the potential royalty payments for one year (CompanyReplyBrief
at 27).

b. The Company

According to the Company, 1ts shareholders bore the entire risk and costs associated
with thelMISdevelopment as evidencedby the fact that such costs were accounted for

separately andwere not included 1n the testyear cost of service or inany above-the-line
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accounts at any time (Company Brief at 119-120). Therefore, the Company argues, 1ts
proposed adjustment to remove 2,50 from test year revenues i1 s both consistent and proper
(1d.).

Inaddition, the Company asserts thateven if 1thadnotsoldiMIS, 1twouldhave
capitalized the project along wi th allowed funds used dur ing construction ("AFDC") and
amortized 1tover aperiod similar to the lease agreement (1d.). Thus, the Company asserts
that the sale of IMISdidnot result 1nany adverse consequences to the Company's
customers (i1d.).

3. Analysis and Findings

The Company stated that 1t developedIMISbeginning 1n 1989 as a non-utility
product and accorded 1t below-the-l ine ratemaking treatment until 1992. Ihile the Company
has indicated that 1ts shareholders bore the risk and costs associated wi th the development of
IMIS, those costs have been "repaid' as a result of the 1992 IMIS sale, at cost, to
Bankers Leasing.

he question before the Department at this time 1s the proper treatment to be afforded
the revenues associatedwith the marketing rights. To beginour analysis, we note the
Company's testimony that had 1t not soldIMIS, itwould have sought to capitalize the
IMIS project and amortize 1ts costs over aperiod similar to the term of the current lease.
Had the Company 1ncludedMIS in its rate base for ratemak ing purposes, ratepayers would
have borne the responsibility to pay the cost of the development ofIMIS. Under this
scenario, i1fthe Company sold the marketing rights, ratepayerswouldbe entitled to the

revenues generated from the marketing arrangement.
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After Cambridge soldMIS to Bankers Leasing, 1t entered into a lease agreement
withBankerslLeasing touselMIS in itsutility operations. The Company itselfhas
indicated thatiMISwould benefit 1ts customers (See CompanyBriefat120n.104 citing
Exh. AG-21). The evidence indicates that the amount of the lease was based upon the
purchase priceBankerslLeasing paidto Cambridge. Because the arrangement made by
Cambridge and Commonwealth Electric resulted in the amount of the lease being equal to the
purchase price, and therefore equal to the original cost ofdevelopingMIS, the ratepayer
ultimately bears the cost of IMIS. The Department finds that the treatment of the IMIS
marketing revenues is the same regardless of whether IMIS had been included in rate base.
Therefore, the Department finds that the marketing revenues should accrue to the benefitof
ratepayers. Accordingly, the Department denies the Company's proposal to decrease test

year revenues by $22,500."

! Although, the Department’sdecision 1s todeny the Company the revenues derived
from the marketing rights, we are concerned that the Company did not provide
complete informationto allow the Department to determine whether the shareholders
should have received some benefit over recovery of cost and 1f so, what percentage of
benefit over cost would have been reasonable.
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1. EXPENSES

A. Employee Compensation Expenses

1. Introduction

The Company presented information, inthe instantproceeding, regarding the
expenses assoc 1 ated with each component of the compensati on package that the Company
offers its employees.? In this Order, the Department makes findings about the
reasonableness of each of these 1ndividual expenses. In the concluding portion of this section

of the Order, the Department expands on the directives set forth i1nBerkshire Gas Company,

D.P.U. 92-210(1993), regarding companies' employee compensationstrategies and the
minimization of unit-labor costs.

2. Payroll

a. The Company's Proposal

The Company has proposed a total adjustment of §1,003,353 to 1ts testyear payroll
expenses of $10,957,350 (Exh. CEL-8, Sch. 18-21, Rev.). The proposed adjustment relates
to the amual 1zation of test-year, posttestyear, and rate-year payroll increases for union and
nonunion employees. Cambridge incurs payroll expenses for 1ts own employees as well as

for those employees of Commonwealth Electric, Commonwealth Gas, and the Services

These components are payroll, health care, employee fithess program, educationaid
program, overtime meal expense, adoption expense, savings plan matching
contribution, and post-retirement benefits.
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Company that provide services to Cambridge (id. at 23-26).° Table 1 provides a summary

of the test-year payroll expenses and proposed adjustments.

TABLE 1

Employer Test Year Proposed
Payroll Expens@djustments
Cambridge Non-Union | § 1,872,000 $ 148,933
Unzon 4,218,991 422,700

Commmonwealth | Non-lnion | § 2,395,411 $ 209,764
Electric Inion 45,418 51,572
Commonwealth | Non-lnion |$§ 98,709 $ 8,608
Gas inion 569,636 0,773
Service Co. Non-Union | § 1,357,185 $ 120,003
TOTAL $10,957,350 $1,003,353

o The Company testified that Commonwealth Electric employees provide services to

Cambr idge for vari1ous management functions such as engineering, planning, and
various adninistrative budgeting and control functions. Inaddition, Commonwealth
Gas employees read electric meters, perform collectionwork, provide cashier
services, and respond to customer billing inquiries onbehalf of Cambridge inthose
communitieswhere bothgas and electric services are provided by ComEnergy Yystem
companies (1d.).
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b. Positions of the Parties

i. The Energy Consortium

The Energy Consortium argues that the Department should reverse i1ts precedent and
use the Company's test-year-end employment figures, rather than 1ts test-year-average, to
determine the test-year payroll level, thus reducing salary and wage expenses by $169,1%
(Energy ConsortiumBrief at45). The Energy Consortium contends that the Company has
indicated 1ts commitment to streamline i1ts operations in the future, thus requiring a reduced
number of employees. Therefore, the Energy Consortiumargues, the test-year-end
employment figures, whi ch are known and measurable, are more representative of rate-year
employment levels than the test-year-average employment figures (id.).

ii. The Attorney General

The Attorney General argues that the Department should reduce the Company's
testyear payroll expenses to exclude those expenses associated with promotions that occurred
during the testyear (Attorney General Brief at 70, n.73). The Attorney General contends
that the Inclusionof such costs without the exclusion of savings from retirements and other
separations produces an unrepresentative test-year level of expenses (id.).

The Attormey General further argues that the Company's proposed post-test-year and
rate-year payroll adjustments for non-union employees are not known and measurable and,
therefore, do not comport with well-establ 1 shed Department precedent (1d. at 73-74, citing

Fitchburg Gas and Electric Company, D.P.U. 1270/1414, at 14 (1983)). The Attorney

Gereral argues that, because the actual post-testyear andrate-year payroll increasesgranted

to the Company's non-union employees are determined by individual performance
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evaluations, the overall payroll increases approved by senior management are 'simply a
ceiling' onthe allowable increases for these employees (i1d.). Accordingly, the Attomey
General argues that the signed approvals do not demonstrate an expressed commitment by
management to grant the approved Increases and recommends that the proposed post-test-year
and rate-year non-union payroll adjustments be disallowed (id.).

Finally, the Attorney General argues that, should the Department find that the
post-test-year and rate-year non-unionpayroll adjustments are known and measurable, and
conform with Department precedent, the adjustments should still be disallowed as an
appropr 1ate sanction for the Company's mismanagement and fai lure to fulfill its public

service obligation(Attorney General ReplyBriefat 4, citing Berkshire Gas Company,

D.P.U. 92210, at 38 (1993)).

i11. The Company

The Company asserts thatboth 1ts proposed test-year payroll expenses and i1 ts
proposed adjustments to those expenses are consistent wi th the Department’'s clearly-
establ 1shedprecedent (Company Briefat 83). Inaddition, the Company asserts that ithas
successfully 1mplemented cost containment measures, including a reduction in its workforce,
areduction inovertime expense, and only aminimal increase inamual payroll expenses (i1d.
at 85, n. 64). The Company adds that it 1snotproposing anadjustment to test-year payroll
expenses to account for incentive compensationexpenses that were eamed, but notpaidout,
during the test year (1d. at 90).

The Company argues that the Department should reject the Attorney General's

proposal to exclude promotions from test-year payroll expenses. The Company asserts that,
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contrary to the Attomey General'’s contention, testyear payroll expenses reflectall changes

inthe Company's test-year workforce, including retirements (id. at 86). The Company
contends that inclusionofpromotions intestyear payroll expenses 1s appropriate and in
accordance with Department precedent (1d.).

Similarly, the Company argues that the Department should reject the Energy
Consortium's proposal to base test-year payroll expenses on the testyear-end, rather thanthe
test-year-average, number of employees (i1d. at 88). The Company asserts that the
Department has previously found that the use of average test-year employment figures
appropriately reflects the natural ebb and flow of employment figures over time (1d.). The
Company further argues that, 'when economic conditions improve and circumstances have
caused the number of employees at the end of a test year to exceed the average, parties such
as the Energy Consortium...will inevitably call for areturnto the use of ... average"
figures. (1d. at 89-90).

Finally, the Company argues that the Department should reject the Attomey General's
proposedreductions inpayroll adjustments (CompanyfeplyBriefat 36-37). The Company
asserts that, contrary to the Attorney General's contention, 1thas made anexpress
commitment to 1ts post-test-year and rate-year nonunionpayroll increases, as demonstrated
by the wr 1 tten approval of senior management (Company Brief at 87). Inaddition, the
Company states that 1t has provided comparative payroll data that indicate that 1ts unionand
nonunion payroll adjustments compare favorably with other utilities inNew England, and to

other companies in its service territory (id. at 84-85).
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C. Analysis and Findings

i. Jest Year Payroll Expenses

In the Instant proceeding, the Energy Consortium and the Attorney General have
proposed adjustments to the Company's test-year payroll expenses. The Energy Consortium
recommends that the test-year payroll expenses be based on the test-year-end number of
employees rather than the test-year-average. The Department has previously found that the
use of testyear-average employment levels recognizes the impact of the natural ebb and flow

of employment levels on payroll expenses. Massachusetts Electric Company,

D.P.U. 89-194/195, at 19 (1990) ; Nantucket Electric Company, D.P.U. 88-161/168, at 66

(1989). InD.P.U. 89-194/195, the Department rejected the company’s proposal to adjust its
test-year payroll expenses to reflect the di fference between the test-year-end number of
employees and the test-year-average. 1d. at 18-19. The Department finds that the Energy
Consortium has provided no new information to support the reversal of this precedent.
Accordingly, the Department rejects the Energy Consortium’'s proposal.

The Attormey General recommends that expenses associated with promotions that
occurredduring the testyear be removed from the Company’s test-year payroll expenses.
The Department has previously found that adjustments to actual test-year payroll expenses
are allowedwhen suchadjustments reflect a representative level of testyear expenses. ee
D.P.U. 88-161/168, at 66. Inthe Instantprocceding, the Department finds that Cambridge
has appropr 1ately includedbothpromotions andretirements in itsdeterminationoftestyear
payroll expenses. Accordingly, the Department rejects the Attormey General's proposal.

Based on the above findings, the Department approves the Company's test-year
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payroll expenses as submitted.

ii. UnionPayroll Adjustments

The Department's standard for unionpayroll adjustments requires that three
conditions be met: (1) the proposed Increases must take effect before the midpoint of the

rate year, Bay State Gas Company, D.P.U. 1122, at 26 (1982) ; (2) the proposed increases

must be known andmeasurable, 1.e.,based onsigned contracts betweenunionlocals andthe

company, Commonwealth Gas Company, D.P.U. 87-122, at 54-55 (1987), Bay State Gas

Company, D.P.U. 92-111, at 98 (1992), Massachusetts Electric Company, D.P.U. 92-78,

at 19 (1992); and (3) the proposed Increases are demonstrated to be reasonable,
D.P.U. 92-78, at 19-20, D.P.U. 92-111, at 98.

The record shows that the Company’s proposed adjustments include only those
increases that will take effect before the midpoint of the rate year (i1.e., before
December 1, 1993) and are based on signed union contracts (Exh. CEL-8,

Sch. 18-, kev.).” Accordingly, the Department finds that the Company has satisfied the
first two required conditions listed above.

As an aid indetermining the reasonableness of union payroll adjustments, the
Department requiires that companies provide comparative analyses of these adjustments. Both

current union payroll levels and proposed iIncreases shouldbe examined inrelationto other

0 These unions are: (1) the Brotherhood ofltilityllorkers ofNew England, Local

392, whose contract with Cambridge expires June 15, 1995; (2) the Brotherhood of
Utilityllorkers of New England, Local 333, whose contract wi th Commonwealth
Electric expires September 3, 1996 ; and (3) the Inited Steelworkers of America,
Local 12004, whose contractwithCommonwealthGaswas signedonAprill, 1993
and expires March 31, 1996 (Exhs. CEL-8, at 23-26 ; CEL-38, Att. 3).
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New England investor-owned utilities and to companies inautility's service territorywhich
compete for similarly-skilled employees. D.P.U. 92-111, at 98; D.P.U. 92-78, at 19-20.
Todemonstrate the reasonableness of 1ts proposed unionpayroll adjustments, the
Company conducted a survey of the amual union payroll Increases incurred by other utilities
inNew England, and compared these increases withthe unionpayroll increasesthat it is
contractually committedto incur (Exh. CEL-38, Att. 3). The Companydidnotsubmita
comparison of its testyear union payroll expenses wi th the current union payroll expenses of
other utilities inNew Englandnor did it submitananalysis comparing 1ts testyear union
payroll expenses and proposed adjustments to those of companies in itsservice territorywith
which 1t competes for similarly-skilled employees, as required by the Department.
As noted, to determine the reasonableness of a company's proposed total payroll
expenses (1.e., test-year payroll expenses plus proposed adjustments), the Department must
examine both 1ts test-year payroll expense and i1ts proposed payroll adjustments. The
Department finds that, in the absence of a comparision of the Company's test-year union
payroll expenses with the current union payroll expenses of other utilities inNew England
andwiththe current payroll expenses of companies In itsservice territorywithwhich it
competes forsimilarly-skilledemployees, the Company fai led to demonstrate the
reasonableness of 1ts testyear union payroll expenses. Although the comparisonpresented
by the Company appears to indicate that 1ts annual union Increases are within the range of
Increases reported by other New England utilities, in the absence of evidence demonstrating
the reasonableness of 1ts test-year union payroll expenses, the Department 1snot able to

determine the reasonableness of the Company's proposed total union payroll expenses.
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Accordingly, the Department finds that, based on the informationpresented inthe instant
proceeding, the Company has not sufficiently demonstrated the reasonableness of its
proposed total union payroll expenses.

The Department notes that the contracts withlnionLocals 392 and 333 took effect
prior to the Department Orders that establ i shed the comparative analyses requirement;*
accordingly, the Department approves the adjustments associated with these union contracts.
However, the current contractwithUnionLocal 1200 was si1gned onMarch 31, 1993, after
the 1ssuance of these Orders. Based on the fact that the Company had sufficient notice of the
1mportance of demonstrating reasonableness, and our finding in the Instant proceeding that
the Company didnot sufficiently demonstrate the reasonableness of 1ts proposed union
payroll expenses, the Department di sallows the adjustment associated wi th the current
Local 12004 contract -- an amount of $20,676 (See Exh. CEL-8, Sch. 2, Rev., Line 8).

ii1. Non-Union Payroll Adjustments

The Department’'s standard for non-union payroll adjustments requires that three
conditions be met: () management has demonstrated an express commitment to grant the
Increases; ()a historical correlation between union and nonrunion raises i1s established; and

(3 the proposed Increases are demonstrated to be reasonable. Fitchburg Gasand Electric

Company, D.P.U. 1270/1414, at 14 (1983).
To demonstrate 1ts management's expressed commitment to grant the Increases, the

Company submittedwritten approval, by senior management, of the 1992 and 1993 non-

i These Orders are D.P.U. 92-78, issued on September 30, 1992 and D.P.U. 92-111,

i ssued on October 30, 1992.
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unionpayroll increases (Exh. CEL-40). Inaccordance withthe Department'sprevious
finding that senior management's wr i tten approval of payroll increases 1s sufficient
demonstrationof anexpressed commitment to grant the Increases, we find that, inthe instant
proceeding, anexpressed commitmenthas beendemonstrated. To establishahistorical
correlationbetweenunionandnon-unionannual payroll Increases, the Company submitteda
compar 1 son of the annual payroll increases for 1ts unionandnon-unionemployees over the
previous tenyears (Exh. DP-9). The Department finds that ExhabitDPU-9 1s sufficient
demonstration of the historical correlation between union and nonrunion annual Increases.

As anaid indetermining the reasonableness of non-uni onpayroll adjustments, the
Department requiires that companies provide comparative analyses of these adjustments. Both
current non-union payroll levels and proposed Increases should be examined inrelationto
other New England 1nvestor-onwned utilities and to companies inautility’'s service territory
which compete for similarly-skilled employees. D.P.U. 92-111, at 103; D.P.U. 92-78,
at 25-26.

Todemonstrate the reasonableness of 1ts proposed payroll adjustments, the Company
submitted four studi es compar ing 1ts 1992 andproposed 1998 payroll increases for executive,
management, and operation personnel with the reported increases of other companies both
nation- and region-wide (Exh. CEL-38, Att. 1).” Inaddition, the Company submitted a

summary of the results of a 1992 Edison Electric Institute ('EEI") survey comparing the

L These studies are: (1) "1992/1993 Compensation Planning Survey: National and New

England Results’, by i ll1am M. Mercer; (2) "1993 Salary Management Planning
Survey', by Towers Perrin, (3) "Salary Budget Survey, 1992-93", by llyatt; and (4)
"Compensation Planning for 1993, by Coopers and Lybrand.
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current salary levels of ComEnergy Yystem's management, administrative, and professional
personnel to the current levels of simi laremployees of otherutilities inNew England
(Exh. CEL-38, Att. 2). The Company did not submit a comparison of 1ts proposed
nonunionpayroll increases to the non-unionpayroll increases of companies in its service
territorywithwhich it competes for similarly-skilled employees, as requiredby the
Department. Ne1ther did the Company submit a comparison of 1ts current non-union payroll
expenses to the current non-union payroll expenses of these same companies, also required
by the Department.

To determine the reasonableness of a company’s proposed total payroll expenses (1.e.,
testyear payroll expenses plus proposed adjustments), the Department must examine both its
test-year payroll expense and 1ts proposedpayroll adjustments. Based onthe evidence
presented 1n this proceeding, the Department finds that the Company fai led to demonstrate
the reasonableness of its proposed total non-union payroll expenses 1n comparison to
companies In its service terrirtory withwhich it conpetes for simi larly-skilled employees. In
addition, the Department finds that the Company fai led to demonstrate the reasonableness of
i1 ts proposed non-union payroll adjustments 1n comparison to other utilities inNew
England.® Finally, although the nation- and region-wide compar i sons presented by the

Company indi cate that the Company's 1992 and 1993 non-union salary increases fall within

8 The Department notes that, although the EEI study appears to indicate that the current
salary levels of ComEnergy System's non-union employees are in-line with those of
otherNew Englandutilities, it isnotclear that the salary levels of ComEnergy
ystem employees are representative of the salary levels of Cambridge’s non-union
employees.



D.P.U. 92-250 Page 40

the range of Increases reported, the Department finds that this analysis does not demonstrate
the reasonableness of the Company’'s proposed total non-union payroll expenses.

Accordingly, the Department finds that, based on the evidence presented inthe instant
proceeding, the Company has not sufficiently demonstrated the reasonableness of its
proposed total non-union payroll expenses. Based on the above finding and the fact that the
Company had sufficientnotice of the importance of demonstrating reasonableness, the
Departmentdi sallows the Company's proposed payroll adjustments associatedwith 1ts 1993
non-union payroll increases -- an amount of $224,256."

3. Healthcare Expenses

a. The Company's Proposal

The Company offers its employees Blue Cross Blue Shield Master Medical Insurance
("BCBS") and Delta Dental Insurance, and pays 100 percent of 1ts employees’ insurance
premiums.”® The Company has incurred test-year health-care expenses of $1,697,437:
(1) $1,501,724 for BCBS; (2) $139,963 for Delta Dental ; and (3) $55,750 for Medicare
(R-DPU-26). The Company i1s not requesting an adjustment to 1ts test-year health-care
expenses.

Todemonstrate the reasonbleness of 1ts test-year health-care expenses, the Company

i This disallowance i1s comprised of: (1) $72,610 for Cambr idge non-union employees;

(2) $93,679 for Commonwealth Electric non-union employees; (3) $3,887 for
Commonwealth Gas non-union employees; and (4) $4,020 for Services Company
non-union employees (Exh. CEL-8, Sch. 18-21, Rev.).

B For adescriptionof the insurance plans, and the requireddeductibles and

co-payments, see Exhibits AG-126, AG-127, and CEL-T76.
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submitted two studies: (1) a comparison of 1ts BCBS expenses wi th the expenses of four
Massachusettselectric companieswithsimilarBCBScoverage, preparedbyBCBS
(Exh. CEL4) ; and () an analysis of the expenses associated with offering 1ts employees
various Health Maintenance Organization ("HMO") coverages (R-DPU-27,

RR-DPU-30). 1

b. Positions of the Parties

i. The Attorney General

The Attorney General argues that the Company has not made a sufficient effort to
reduce 1ts health-care costs (Attorney General Brief at 80-81). The Attorney General
contends that, as aresult, the Company's per-employee health-care costs equal %,080, an
amount that 1s significantlyhigherthanthe 8,699 per-employee health-care costs reported
by Boston Edison Company ('BEC0") and the $2,652 per-employee health-care costs
Massachusetts Electric Company (‘(MECo") (1d.).

The Attorney General contends that, although the Company produced a listof its
cost-cotaiment efforts, these efforts merely address savings avai lablewhi le retaining only
one expensive form of medical coverage, BCBS (1d. at 82). The Attorney General asserts
that the Company has not sought competitive bids from other health-care insurers (id. at 2),
and has not actively considered introducing employee premium contributions, as required by

the Department, even though the Company recognizes that these contributions are aviable

16 he Company testified that 1thas requested comparative health-care expense data, on

aregionwide basis, from the Edison Electric Institute (EEI"), but EEI had not yet
provided the requested data (R-AG-97).
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method of containing health-care costs (id., citing Nantucket Electric Company,
DPU 91-106/138, at 5 (1991); Attorney General Reply Brief at 28).

he Attomey General asserts that the record 1n the instant proceeding shows that the
Company "has not performed any surveys regarding health care coverage of employers that
would serve similarly skilled workers in 1ts service territory' and 'has not performed any
formal surveys of other Massachusetts ... companies regarding dental insurance' (1d. at 2).
The Attomey General contends that the comparative analysi s preparedbyBCE 1s inadequate
because the compar 1 son group consists of four other electric companieswithsimilarly
expensive BCBShealth care coverages (1d. at 82-83). Inaddition, the Attorney General
argues that the Company's study analyzing the costs associatedwithHMOplans 1s
1nadequate because: (1) the study was performed 1n1988 and, thus, 1s outdated; (2) the
Company did not update the cost analysis 1n1990, as recommended by the study ; and (3) the
assumptions used by the Company inthe study are questionable (id. at 83-84). Finally, the
Attomey General argues that the Company has provided no evidence supporting its claimthat
other Massachusetts utilities offer dental 1nsurance (1d. at 85).

Inconclusion, the Attomey General asserts that, because the Company has not taken
sufficient steps to control 1ts health-care costs, and 1s not contractually bound to pay
10 percent of the health care anddental costs for 1tsnon-unionemployees, the Department
shouldnot require the Company’s ratepayers to pay 10 percent of the health-care costs for
these employees (1d. at 84). The Attomey General recommends that the Department reduce

the Company's test-year BCBS and dental costs for 1ts non-union employees by 2 percent
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(id. at 84-86)."

ii. The Company

he Company asserts that 1t has acted reasonably to contain and reduce its health-care
costs and contends that the Management Audit of Commonwealth Electric found its
cost-containment efforts to be impressive (Company Brief at 106-108). The Company notes
that 1t has not requested an adjustment to Its testyear expenses, even though anual Increases
inhealth-care costs canbe significant and the Departmenthas previously allowed such

adjustments (1d., citing Berkshire Gas Company, DPU 92-210, at 43-44 (1993)).

The Company contends that the two health-care coststudies 1tsubmitted inthis
proceeding, the BCBS cost comparison and the HMO cost analysi s, demonstrate the
reasonableness of 1ts health care costs (1d. at 108-109). The Company asserts that, based on
1tsevaluationof the costs of MO coverages, 1thasdetermined that itsbestcourse isto
staywith 1ts present plan, continue to monitor altematives and seek to reduce costs 1nother
ways" (1d. at 110). The Company contends that, "regarding additional employee
cotributions to healthcare expenses, ... [ 1t] 1s constrained by union contracts and the sound
management pol 1 cy of having general par ity between union and non-unionbenefits' (ad.
at 109).

The Company refutes the Attorney General's contention that the Company's

per-employee health-care costs are higher than those reported by BECo and MECo (1d.).

o The Attorney General contends that the 20 percent reduction inallowed dental

expenses 1S supported by the fact that the Company provides 10 percent coverage for
most dental fees, but only 80 percent coverage for most medi cal expenses (Attomey
General Reply Brief at 30).
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The Company asserts that: (1) when the calculations are done on a comparable basis, its
per-employee health-care costs are comparable to BECo's ; and (2) because the Attorney
General providedno supporting documentation for MECo's per-employee health-care costs,
the comparison 1s of little value (1d). Further, the Company contends that the record shows
that at least two other Massachusetts utilities, BECo and MECo, offer dental insurance
(Company Reply Brief at 44).

Inconclusion, the Company argues that, because there 1snorecordbasis for the
Attorney General's proposed 2 percent di sallowance of test-year medical and dental
expenses, the Department should reject the proposal (Company Brief at 111-112).

C. Analysis and Findings

The 1ssue to be decided here 1s the reasnoableness of the Company’s health-care
exenses. he Department has stated previously that i1t 1s reasonable to expect all utilities, In
an era of rapidly increasing health-care costs, to concentrate their efforts onhealth-care cost
containment. D.P.U. 91-106/138, at 53. As anaid indetermining the reasonableness of
health-care expenses, the Department requiires companies to provide comparative analyses, in
which each company's health-care expenses would be examined 1n relation to other New
England investor-owned utilities and to companies ina utility’'s service territory which

compete forsimilarly-skilledemployees. Bay State Gas Company, D.P.U. 92-111, at 108

(1992) ; Massachusetts Electric Company, D.P.U. 92-78, at 30 (1992).

The Company didnot submita comparisonof 1ts health-care costswiththose of
companies initsservice territorywhichcompete forsimilarly-skilledemployees

(R-DPU-31). The Company also did not submit the required comparison of 1ts health-care



D.P.U. 92-250 Page 45

costs with those of other New England utilities; the BCB survey simply indicates that the
medi cal costs incurredby the Company are reasonable 1ncompar i sonwi th four other
Massachusetts utilitieswithsimilarmedical coverages (Exh. CEL4L). Additionally,
although the HMO cost analysi s indicates that the expenses associated with offering its
employees var1ous HMO coverages may exceed the medi cal expenses currently incurredby
the Company, the Department finds that this analysis does not demonstrate the
reasonableness of the Company's health-care expenses. Finally, withregard to the
reasonableness of 1ts dental costs, the Company simply asserts that"it is aware that most
New Englanduti l ity companiesprovide dental insurance for theiremployees,"withno
supporting documentation. Accordingly, the Department finds that the Company has not
demonstrated the reasonableness of 1ts test-year health-care expenses.

Inthe Instantproceeding, the Company has not requested anadjustmentto its
test-year health-care expenses. However, the Company's test-year health-care expenses are
included in the residual Operations and Maintenance ('0i') expenses® that are adjusted
for inflation. Based on our finding that the Company failed to demonstrate the
reasonableness of i1ts test-year health-care expenses, the Department wi ll remove the
Company's non-union test-year health-care expenses from the residual OiM expenses --

$245,820° -- for the purposes of calculating the Company's inflationallowance (See

18 residual O8M expenses are those 0iM expenses for which the Company has not
proposed a separate adjustment in 1ts cost-of-service.

9 This amount is calculated based on test-year health-care expenses of %,82 per

employee that are 1ncluded 1n the Company's cost-of-service (Exh. AG-129) and an
average test-year level of 5l non-union employees (Exh. DPU-10, at 2)
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Section I11.H, below).

lith regard to the Attorney General's proposal to disallow 2) percent of the
Company's non-union test-year medical and dental expenses, the Department finds that there
1S no record evidence to support the specified disallowance ; accordingly, the Department
rejects the Attorney General's proposal.

4. Miscellaneous Employee Benefits Expenses

a. The Company's Proposal

The Company proposed to include §15,529 intest-year employee benefit expenses in
its costofservice, comprisedof$l83 for employee adoption expenses, $2,028 for
approved employee fitness programs, $9,668 for overtime meal expenses, and $2,003 for
educational aid programs (Rs-AG-T72-75).

b. Positions of the Parties

i. The Attorney General

The Attorney General argues that re imbursement of employee adopti onexpenses,
employee fitness programs, overtime meal expenses and educational aid programs are not
needed to attract and retainqual i fied employees giventhe wages and benefits already
providedby the Company (Attorney General Briefat86-87). Accordingly, the Attorney
Gereral asserts that the expenses associated with these special benefits should be removed
from the cost of service (1d.).

i1. The Company

The Company argues that the employee benefit expenses Iinquestionare reasonable,

thus, the Attorney General's argument should be rejected. The Company asserts that the
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overtime meal expense 1s requiredby union contract (Company Brief at 91). The Company
argues that the adoption benefit 1s a matter of faimess to employees who adopt because the
Company’'s health plans provide matemity benefits but not adoption benefits (id. at 92). The
Company contends that the educational aidbenefitpertains to courses related to an
employee’s jobwithin the Company, thus, 1tresults inmore qual ified employees (1d.). The
Company asserts that the fitness program results inhealthier employees (i1d. at 91-9)).
Therefore, the Company maintains the $5,529 in employee benefit expenses should be
allowed 1n 1ts cost of service (1d.).

c. Analysis and Findings

Employee benefit expenses shouldbe considered as part of a total compensation
package. Inthis case, the Department finds the §15,529 intest-year employee benefit
expenses to be reasonable. However, as discussed inSection IV.A.7, below, the Department
directs the Company in 1ts next rate case to provide an analysis of 1ts employees’ total
compensation expenses.

5. Savings Plan Matching Contribution

a. The Company's Proposal

The Company provides a savings plan that matches up to 4 percent of an employee’'s
salary (Exh. AG-126, at 2). Cambridge included $377,674 of test-year savings plan
expenses in 1ts cost of service (1d.).

b. Positions of the Parties

i. The Attorney General

The Attorney General argues that the Company should remove 2% percent or $94,419
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of the Company's test-year savings planmatching contributionfromthe costof service
because the total benefitamount 1s excessive andnotneeded to attract qual ifiedemployees
(Attorney General Brief at 8).

i1. The Company

he Company states that savings plan contr ibutionprograms are typical intheutility
1ndustry and have been allowed regularly by the Department (CompanyBriefat9l, citing

Commonwealth Electric Company, D.P.U. 88-135/151, at 68 (1989)). Accordingly, the

Company asserts that the entire amount of this expense should be allowed in 1ts cost of
service. Inaddition, the Company argues that there 1sno recordbasis for the Attorey
General's claim that such expense 1s excessive and, therefore, the Attorey General's
arbitrary 2 percent reduction should be rejected (i1d.).

c. Analysis and Findings

The Department has allowed test-year expenses for savings plans that match up to

four percent of an employee’'s salary. Commonwealth Electric Company,

D.P.U. 88-135/151, at 64-70 (1989).” In addition, the Department finds there is no record

basis to adopt the Attormey General’s proposal to remove % percent of the savings plan
expense. Accordingly, the Department finds the test-year savings planexpense of 377,674
shall be allowed 1nthe Company's cost of service. However, asdiscussed InSection

IV.A.7, below, the Department directs the Company in 1ts next rate case, toprovide an

o In Commonwealth Electric Company, D.P.U. 88-135/151 (1989), the Department
allowed the test year expenses but denied recovery for increases above the amount
booked in the test-year. 1d. at 68.
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analysis of 1ts employees’ total compensation expense.

6. Post Retirement Benefits Other Than Pensions

a. The Company's Proposal

The Company seeks a §.,317,8716 adjustment to i1ts test-year Post Retirement Benefits
other thanPensions ('PBOP") expense to reflect, inrates, the maximum taxdeductible
contr ibution component of this expense when calculated in conformance with the Financial
Accounting Standards No. 106 ("FAS 106") (Exh. CEL-9, Schs. 25-27, Rev.). This amount
consists of$949,107 for Cambridge, $282,752 for Commonwealth Electric, and$86,017 for
the Service Company (1d.). The Company proposes to fully fund 1ts PBOP obligations
without a phase-in, since the PBOP expense i1t proposes to include inrates 1s equal to Its
entire annual FAS 106 expense (Exhs. CEL-39, at 4; DPU-45; Tr. 12 at 39).* This results
from the manner 1n which the Company funds its PBOP obligation -- using the
Section #i(h) sub-account of 1ts pensionplan and two Voluntary Employee Beneficiary
Associations (VEBA") trusts (Exh. CEL-39, at 4-5).

b. Positions of the Parties

i. The Attorney General

The Attorney General asserts that the Department should require the Company to

A The Hearing Officer approved a joint motion between the Company and the

Attorney General to 1incorporate into this docket the record 1nMassachusetts
Electric Company, D.P.U. 92-78 (1992) that pertains to this docket. In

D.P.U. 92-78, the Department allowed a change from the pay-as-you-go
ratemaking treatment of PBOP expenses to the accrual method prescribed
under FAS 106 and allowed only recovery of the maximum 1.R.5.
tax-deductible portion of the company's total PBOP obligation.
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calculate and fund 1ts PBOP obl igations inaccordance wi th Massachusetts Electric Company,

D.P.U. 92-78 (1992), which would entitle the Company to phase-in the IS maximum
tax-deductible portionof i1ts FAS106 expense over a four-year period (Attorney General
Brief at 718; Attorney General Reply Brief at 41).

The Attorney General maintains that, as 1nD.P.l. 92-78, a phase-inof this expense
i1s beneficial to ratepayers because () it limits the incentive for a regulated company to
inflate 1ts estimated PBOP costs and thus 1ts rates; and (2) PBOPs represent 13 percent of
Cambridge's alleged revenue deficiency, thus justifying the same treatment as ordered in
D.P.U. 92-718 where PBOPs represented 22 percent of the requested rate increase and five
percent of the increase granted (Attorney General Reply Brief at 39-40).

Further, the Attomey General contends that a phase-in of the adjustment would allow
the Department to revisit the uncertainties associated with the estimation of the Company's
PBOP l1abi I 1ty, including the Company's future efforts to containhealth care costs and the
impact of federal health care initiatives onthe Company (1d. at4l). According to the
Attorney General, aphase-insimilartothatrequired inD.P.U. 92-718 would amount to a
$29,469 total adjustment to the Company's cost of service (Attorney General Brief at 78).

ii. The Company

The Company maintains that, contrary to the Attormey General's contentions, ithas
compl 1edwi thDepartment precedent and accordingly shouldbe allowed to recover its
proposed PBOP adjustment wi thno phase-in (Company Brief at 98). The Company indicates
that 1tdidnot propose to phase-in 1ts PBOP obl 1 gation because (1) the PBOP adjustment only

represents one percent of 1ts operating revenues; () phasing-in this expense over four years
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wouldresult inanadditional .6 million incarrying charges to be paidby ratepayers over a
tenyear period; and () the expense amount 1s representative of the actual level of expenses
1twill require amually to fund 1tsPBOP obl i gations for the foreseeable future (1d. at 9899,

citing Bay State Gas Company, D.P.U. 92-111 (1992)).

The Company asserts that 1 f the Department authorizes aphase-in, itshouldbe
allowed carrying charges based on the allowed rate of return on any deferred amounts
resulting from the phase-in (id. at 99). Even ifno phase-in is required, the Company asks
the Department to allow recovery of all tax-deductible PBOP costs (plus carrying charges) In
excess of the amounts allowed in 1ts cost of service that the Company funds betweenrate
cases. According to the Company, the Department allowed thi s type of recovery in
D.P.U 92-111 (md. at 99-100, cuting D.P.U. 92-111, at 227).

Further, the Company asserts that 1thas addressed many of the Department's
concerns regarding FAS 106 raised 1n D.P.U. 92-78 and D.P.U. 92-111. The Company
contends that 1ts choice of funding vehi cles maximizes avai lable taxbenefits, and thus
reduces overall PBOP costs (1d. at100). Additionally, the Company asserts that ithas
instituted a FAS106 cost containment strategy that includes (1) co-payments of health care
premiums fromnon-unionemployees who electearlyretirementand () alimitonthe
number of non-union employees that may qual i fy for PBOPs (1d. at 103). Lastly, with
regard to the Attorney General's argument that the Company has not addressed some
‘uncertainties' in its filing, the Company maintains that FERC has found the actuarial
assumptions establ 1shed 1n FAS 16 to possess certain self-correcting features tominimize

any discrepancies betweenprojected and actual FAS106 expenses (1d. at 14, citingNew
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England Power Company, FERC OpinionNo. 379). These self-correcting features require

that "actuarial assumptions and calculations be updated to reflect changes inplanbenefits,
earnings assumptions and inflation rates'. Inaddition, the Company maintains that,
beginning 1n1993, FAS106 will require public reporting onall assumptions used in
projecting the annual FAS 106 accrual amount (id.).

C. Analysis and Findings

Inresponse to FAS 106, the Department must dec ide what portion of the current and
future PBOP obl igationwi Il be recovered through current rates. As apreliminary matter, the
Department has previously held that financial accounting standards do not automatically
dictate ratemaking treatment. D.P.U. 92-78, at 79-80; D.P.U. 92-111, at 223; llestern

Massachusetts Electric Company, D.P.U. 85-270, at 118-119 (1986). The Department 1s

chargedwith setting justand reasonable rates for companies withinour jurisdiction, andwe
cannotpermitaccounting standards alone, whether ornotacceptedby the Financial
Accounting Standards Board, to determine our treatment of expenses. D.P.J. 92-78, at 80 ;

Bay State Gas Company, D.P.U. 89-81-A at 33 (1989) ; lestern Massachusetts Electric

Company, D.P.U. 85-270, at 118-119 (1986).

In balancing the interests of the Company’s shareholders and ratepayers on this 1ssue,
the Department considered the Company's obl 1 gations under FAS 106, the ratemaking
treatment the Company i1s currently receiving for PBOP expense, the uncertaintiesassociated
withestimating that obl igation, the financial risks of altemative types of recovery, and the
need for flexibility to respond to these uncertainties.

The Company's FAS 106 estimate 1s derived from an actuarial study which 1sbased
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onmany assumptions. The Department has serious concems regarding the uncertainties
surrounding FAS 16, especially regarding the impact of several potentially volatile factors,
including: the inflation, discout and Investment rates ; medical cost predictions; and medical
trend assumptions. In addition, the potential for govemment intervention in the health care
fieldand future technological changes give rise to enormous uncertainties regarding the
future level of the Company's PBOP obligation. D.P.U. 92-111 at 224-225. Furthermore,
whi le a nonregulated company has an incentive to reflect as small anexpense as possible for
PBOP costs, the reverse i1s true for a regulated company. D.P.U. 92-718, at 82. The
Department recognizes that thi s accounting change results inadditional expense for the
Company. The full FAS 106 expense proposed by the Company 1 s one of the largest single
adjustments proposed in this case (Exh. CEL-9, Schs. 25-27, Rev.).

In certainrespects, the Department 1s facedwithadecisionrelated to the timing of
expense recovery. At the same time, It 1s possible that a standard whi ch underrepresents
Iikely future obl igations andwhich fails to take advantage of taxbenefits will lead to higher
costsover the long term. Therefore, we must assess the alternatives for ratemaking
treatment of the FAS106 obl igationtodetermine the most reasonable way to balance
ratepayer and shareholder interests.

In D.P.U. 92-111, the Department found that:

... [FJunding the tax-deductible amount stri kes the best currentbalance of

these interests. This approach acknowledges that the Company wi Il have some

level of PBOP obl igation beyond a pay-as-you-go level. It further provides
assurances that funds provided by ratepayers wi ll be safeguarded and retained
for payment of employee benefits. Italsoaddresses, at leastpartially, the goal

of matching employee benefits with the period inwhich they are earned....
Finally, funding the tax-deductible amount provides short-term incentives to
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the Company to take advantage of tax benefits to lower 1ts ultimate overall

PBOP costs. Inthe longer term, this methodology gives the Company and the

Department the flexibility torevisit the FAS106 issue as informationwhich

may resolve the uncertainties and concerns noted above becomes available.

1d. at 226.

In order to mitigate the revenue requirement impact, the Department finds that a four-
year phase-into the full taxdeductible amount 1 s appropr i ate. herefore, the Department
will include an adjustment of $329,469 ($1,317,876/4) for FAS 106 expenses. This amount
represents the total contribution for Cambridge, Commonwealth Electric, and the Service
Company.

The Department encourages companies to take optimum advantage of the benefits
attendant to the funding of PBOPs. Tax-free accumulationofassets inatrustwith
appropr iate safeguards should ultimately result 1n lower overall PBOP costs for ratepayers.
The Company may defer the di fference between the amount recovered inrates and the
tax-deductible amount 1tactually funds, plus carrying costs based on the allowed rate of
return inthis case, for consideration inthe Company's next rate case. The Department
further directs that these amounts be placed in trusts specifically designed to provide for the

payment of employee PBOPs. D.P.U. 92-111, at 227; D.P.U. 92-78, at 84.

1. Total Employee Compensation Expenses

Ina competitive market environment, companies seek to operate 1namanner that
ensures that their costs per unit of product are minimized. To do this, companies must offer
their employees a level of overall compensation that 1s sufficiently high to attract and retain

employees, but not so high, relative to these employees’ productivity, that their products are
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uncompetitively priced.

Inaregulated monopoly environment, such as the one inwhichutilities operate,
companies compete with other regulated and nonregulated companies to attract and retain
employees. Accordingly, regulated monopol 1es must offer employee compensation packages
that are competitive with these other companies. However, regulated monopol 1es are not
subject to the same level of product competition that creates the downward pressure on
employee compensation expenses inacompetitive market environment. Instead, regulators
review a company's employee compensation expenses to ensure the reasonableness of such
expenses.

InthisOrder, the Department has made findings on the reasonableness of the
expenses associated with each component of the Company's employee compensation package.

InBerkshire Gas Company, D.P.U. 92-210 (1993), however, the Department stated that, in

determining the reasonableness of acompany’'s employee compensationexpenses infuture
cases, we will review the company’s overall employee compensation expenses to ensure that
its employee compensationdecisions result inaminimizationof unit-labor costs? 1d.
at 3. This approach recognizes that the di fferent components of compensation (e.g., wages
and fringe benefits) are, to some extent, substitutes for each other, and that different
combinations of these components may be used to attract and retainemployees. Infuture
rate cases, companies wi ll be required to demonstrate that their total unit-labor costs are

minimized inamamer that 1s supported by their overall business strategies. However, the

2 The Departmentnotes that the Company's filing inthe instantproceedingwas

submitted prior to the 1ssuance of D.P.U. 92-20.
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individual components of a company’s employee compensationpackage wi ll be appropriately
left to the discretion of the company’'s management.

To enable the Department to determine the reasonableness of a company’s total
employee compensation expenses, companies will be required to provide comparative
analyses of their employee compensation expenses i1n future base-rate cases. Both current
total compensationexpense levels andproposed increases shouldbe examined inrelationto
other New England investor-owned utilities and to companies inautility’'s service territory
which compete for similarly-skilled employees.

Inaddition, to the extent possible, companies wi ll be required to provide productivity
(n.e., output per worker-hour, orasimilar index) comparisons. Thiswill enable the
Department to evaluate whether a highervalued compensationpackage 1s associated with
correspodingly higher productivity. If thisassociationexists, the resulting unit-labor costs
may be minimized, notwithstanding the higher compensation, thus benefiting ratepayers.

The Department wi ll review the comparative analyses of both the employee
compensation expenses and the productiavity levels inour determination of the reasonableness
of the total employee compensation expenses included 1na company's cost-of-service.

B. Depreciation Expense

1. The Company's Proposal

During the test year, the Company booked $3,585,653 in depreciation expense

(Exh. CEL-9, Sch. 29, at 1). Cambridge proposed to increase its testyear depreciation
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expense by $285,293 (id.).”? The Company computed the adjustment by applying
account-specific accrual rates to the test year-end depreciable plant (1d). In support of 1ts
proposeddepreciationadjustment, the Company presented adepreciationstudywhichused
plantdata as of December 3, 1991, and employed the remaining | 1 fe method to estimate the
proposed depreciation accrual rates (Exh. CEL-4, at 2).*

Cambr 1dge used two approaches, one for location plant and one for mass plant, to
determine average li1ves and average remaining lives ("ARL") for plant assets as of
December 31, 1991 (i d. at 4-5).% For location plant, Cambridge estimated a retirement
date of 2008 for Kendall Station® and a demol i tion adder of $1,829,600 cons i sting of two
components: (1) net removal costs of $660,00 on interim retirements (i.e., plant items that
will be retiredprior to the deactivation of Kendall Station); and () an estimateddemolition

cost of §1,169,600, or $17.35 per Klil, based on actual experience associated with the

B During the testyear, the Company booked $3,632,628 indeprec iationexpense, using
a 263 percent composite depreciation rate that was proposed and accepted as part of
the settlement in Cambridge Electric Light Company, D.P.U. 89-109 (1989).

“ The Company's depreciation study was performed by James H. Aikman, vice
president/treasurer ofManagementfesources International (Exh. CEL-4, atl-2).

5 Locationplant represents distinct equipment groups at a specifiedgeographical
locationwhichwi ll be retired at the same time, such as anelectric generating station
Mass plant accounts represent di ffering property units withno specific locationor
directly-comected functional relationships, such as poles and meters (Exh. CEL-5,
App. A at 4-6).

% The Company’'s Blackstone Street Station 1s fully depreciated; therefore, no accrual
rates were developed for this facility (Exh. CEL-5, at IV-1; Tr. 11, at 12).
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retirement of 18 similar power plants (Exhs. CEL-5, at 1V-2; CEL-6, at 64; Tr. 11,
at 3)? hisresulted inanegative salvage value ofnine percent for Kendall Station(id.).

Formassplantaccounts (Transmission,Distribution, andGeneral Plant), the
Comay gplied actuarial amlysis tedniques to measure the historical average service lives
(Exh. CEL-4, at 3). Inthe case of Account 310 (Meters), the Company had only recently
developed actuarial data (Exh. CELS, at I1-11). Therefore, the Company determined that i1t
had insufficient retirement experience onwhich to apply an actuarial analysis (id.).
herefore, Cambridge relied onsimulated data toderive the service lives for these accounts
(id.; Tr. 11, at 2).

Next, Cambr idge compared the data to a set of lowa curves? to determine average
service lives ("AlLs") for each account (Exh. CEL-4, at4). The Company then evaluated
the resulting service l1ves and made adjustments where 1t deemed appropriate (id. at 6-).
From the resulting ASLs, Cambridge calculated depreciation rates.

Based on the results of 1ts study, Cambridge summarized 1ts proposed depreciation

rates as follows:

Steam Production Plant 2.36 percent
Other Production Plant 1.54 percent
Transmission Plant 2.31 percent

4 The Company reported that its demol i tion adder was synonymous wi thnegative net

salvage value (Ir. 11, at 31).

28 lowa curves are frequency distributioncurves initially developed in the 193s at lowa

State hiversity and widely accepted indetermining average life frequencies. here
are28different lowacurves, each 1dentifiedby theirparticulardispersion
characteristics (Exhs. CEL-4, at 4; CEL-5, App. A at 10-11).
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Distribution Plant 3.23 percent
General Plant 2.18 percent

Exh. CEL-5, Table 1.

Ihi le the Company's depreciation study database was predi cated onayear ending
December 3., 1991, Cambridge appl 1ed the results of the study to 1ts total utility plant as of
June 30, 1992, claiming that updating the study to reflect testyear-end plant investment
would not have produced materially different results (id. at 111-1). The Company proposed a
total depreciation and amortization expense of $3,917,921 (Exh. CEL-9, Sch. 29, at 3).

2. Positions of the Parties

a. The Attorney General

The Attorney General contends that many of the Company’'s recommended
depreciationrates are supportedbyne i ther statistical analyses nor eng ineering judgment
(Attorney General Brief at59). Specifically, he argues that the Department should:
() reject Cambridge’s l1fe spanprojections for 1ts Kendall plant ; () disallow the Company's
request for a demol ition costadder ; and (9) reject those proposed depreciationaccrual rates
that he contends are not supported by the record (1d.). The Attorney General recommended
that the results of the depreciation study be appl 1 ed to the Company’'s December 31, 1991
plant balances instead of test year-end balances (1d. at 63, n.67).

The Attorney General takes 1ssue with the Company's use of a retirement date of
208 for the Kendall Stations. First, the Attormey General notes that Cambridge's reported
retirementdate of 208 for Kendall Station represents an estimate suppl 1ed by Company

persomel (i1d. at 63). he Attomey General argues that this date 1s significantly shorter than



D.P.U. 92-250 Page 60

the date of 2018 used by the Company and Commonwealth Electric in their 1990 Long
fange Forecast of Electric Power Needs andfequirements prepared for the Energy Facilities
Siting Council ("EFSC"? (id. at 63-64, citing Exh. AG-124, Table 5). Moreover, the
Attomey General observes that the Company's proposed deactivation date for Kendall Station
1S shorter thanthe "indefinite’ status assigned inCom/Electric’'s April 15,199 Integrated
Resource Management ("IM") fi 1 ing wi th the Department (Attorney General Brief at 64,
citing Exh. AG-125, Table 4). The Attorney General infers thatbasedonthe IRMfiling,
Kendall Station would not be retired until the year 2023 at the earliest (1d.).

The Attorney General objects to the proposed inclusion of $,200,000 indemolition
costs withthe salvage costs for the Kendall Station (id. at65). The Attorney General
contends that the demol 1tion of this station 1s too remote 1ntime to warrant inclusionof
demolitioncosts, particularly giventhat the ultimatedispositionofKendall Station is
speculative (id. at 65-66). To support this argument, the Attorney General notes that
although the Company's Blackstone Stationwas fully depreciated several years ago,
Cambridge 1s currently exploring the possibility of renovating a number of buildings at that
facility (1d. at 66). Moreover, the Attomey General claims that the additionof ademolition
adder to Kendall Station suggests a uni lateral determination by the Company wi th respect to
future resource plaming, incontraventionof current resource plamning practices and the

Department's IM process (i1d.).

2 The EFSC 1snow incorporated 1nto the Department as the Energy FacilitiesSiting

Board. For purposes of clarity, the Department wi ll use the former name when
referring to the 1990 study.
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fegarding Cambridge's proposed depreciation rates for mass plant accounts, the
Attomey General takes exception with the recommended service lives for certain accounts.
The Attormey General argues that the Department has rejectedarbitrary limits ondata in

depreciation studies (Attomey General feply Brief at 3/, citing Eastem Edison Company,

D.P.U. 1130, at 17 (1982) ; Commonwealth Gas Company, D.P.U. 1120, at 42-43 (1982) ;

Boston Gas Company, D.P.U. 1100, at 88 (1982)). The Attorney General acknowledges

that, whi le the Company's data may suggest a change insalvage values, there is insufficient
recordevidence to supporta change from currently approvedvalues (Attormey General Brief
at 68).

Ihi le the Attormey General urges the Department to examine closelyall changes in
salvage value since the Company’s previous study, he focuses specifically on two accounts
(Attomey General feply Brief at 3/). First, the Attomey General contends that in 1tsreview
of Account 367 (Inderground Conductors and Devices), the Company disregarded
Departmentpolicyby improperlyrelyingononly three years ofnet salvage datato
substantiate 1tsproposed Increase innet salvage (Attomey General Brief at 68). Likewise,
the Attormey General argues that the Company's proposed increase insalvage fromzero
percent to anegative fifteen percent for Accounts 310.71 and 310.72 (Meter Equ ipment and
Installations) 1sbased only onthree years of experience dur ing atimewhen large retirements
were occurring as a consequence of the introductionofelectronicmeters (1d. at69). The
Attomey Gereral maintains that this 1s insufficient data to support a change insalvage values

(id.).
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b. The Company

Cambridge criticizes the Attomey General for his 'mechanical’ approach to the
Company's depreciation study, and contrasts the Attorney General's "'selective and
simplistic' methods with the experience and judgment of 1ts depreciationwitness (Company
Brief at73-714). Cambridge maintains that Company personnel were consulted on the
expecteddeactivationdate of Kendall Station (i1d. at 80). The Company contends that 1ts
proposedaccrual rate 1sbased onthe best estimate of service l1fe and suggests that this may
be a conservative estimate given the implementation of the federal Clean Air Act (Company
Reply Brief at ).

The Company argues that the planning analyses citedby the Attorney General are
immaterial, because the retirement date provided 1nthose reports goes beyond the planing
per10d encompassed by the study, andwas consi stentwith EFSC regulations ineffectduring
that period (Company Brief at 81; Company Reply Brief at 34). Moreover, the Company
contends that the 1990 EFSC il i1ng predates the 1990 Amendments to the Clean Air Act, the
final promulgation of IfM regulations, and the ongoing recession (Company Brief at 8l).
Cambridge asserts that these developments, which 1t claims result in shorter lives for older
generating units, make 1tunlikelythat the earli1er retirementdates reported to the EFSC
would continue to be applicable (1d.).

Turming to the 1992 IM f1 1 1ng, the Company first argues that the informationrelied
on by the Attorney General 1s ambiguous (i1d. at81-82). Furthermore, Cambridge argues
that because additional capacitywas not requireduntil the year 24, no full life extension

and repower ing analysiswasprovided inthe filing (1d.). Cambridge contends that under the
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IM regulations, thisomissionmade the designationofaKendall Stationretirementdate as
"indefinite" the only appropriate one (id. at 82).

Addressing the demol 1tion cost estimates for Kendall Station, the Company argues
that the Attorney General has providedno evidence to suggest that the stationcouldbe
renovated for any purpose (i1d.). Moreover, Cambridge reasons that 1t is unlikely thata
generating plant would be permitted to remain in the Kendall Square area, claiming that the
area i1s undergoing significant transformation (i1d.).

fegarding salvage values, Cambridge argues that there 1s no evidence that the values
derived in 1ts last rate case for this account are more rel 1able thanmore recent experience
would indicate, because the previous study did not have account-specific retirement data
available (Company Brief at 76 ; Company Reply Brief at 35). Furthermore, the Company
contends that the Attomey General fai Is to address the engineering analysis underlying the
Company's recommended salvage values (CompanyBriaefat 76-77). Cambridge argues that
the cases cited by the Attomey General are not appl 1 cable here, because those cases 1nvolved
forced constraints on service lives, and were not related to salvage values (Company feply
Brief at ).

Inaddressing specificaccounts, Cambridge indicates that itsactual experiencewith
Account 367 for the past three years results inanaverage negative salvage value of
X percent, and that 1t tempered the results of the actuarial analysis with well-founded
engineering judgment (Company Brief at 76). Turning to the 1ssue of the salvage values
proposed for Account 30, Cambr idge argues that there 1sno longer apositive salvage

market for meters; 1tnotes that during the past three years this account has experienced an
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average negative salvage value of £ percent (1d. at 78). The Company contends that 1t took
full considerationof the statistical analyses andengineering expertise inrefining the results
of the actuarial analysis (1d. at78-79). Finally, the Company argues that the Department
should reject the Attomey General's attempt inhis reply brief to challenge other salvage
value calculations, as being raised too late i1n the proceedings (Company feply Brief at 36).

3. Analysis and Findings

a. Standard of Review

Depreciationstudies rely not only onstatistical analysis but also on the judgment and
expertise of the preparer. The Department has held thatwhere awitness reaches a
conclusion about a depreciation study which 1s atvariance with thatwitness's engineering
andstatistical analysis, the Department wi Il not accept such a conclusionabsent sufficient

justification on the record for such a departure. Commonwealth Electric Company,

D.P.U. 89-114/90-331/91-80 Phase One at 5-5 (1991) ; Commonwealth Electric Company,

D.P.U. 88-135/151, at 37 (1990). The Department will continue to look to the Company's

expertwitness for interpretation of the statistical studiespresentedbutwi Il continue to
consider cross-examinationand experttestimony to the contrary. D.P.U. 90-33L, at5. It
i1s alsonecessary to go beyond the numbers presented 1n a depreciation study and consider

the underlying physical assets. Berkshire Gas Company, D.P.U. 905, at 13-15 (1982) ;

Massachusetts Electric Company, D.P.U. 200, at 21 (1980).

In keeping with this precedent, we will now review those instances inwhich the
Company indicated that the proposedaccrual rates di ffered from the results of the

engineering and statistical studies. Juchanexamination necessitates review of the forecast
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analysis used for Kendall Station, the simulated plant record analyses used for Account
30, the actuarial l1fe analyses, and the salvage values/cost ofremoval analyses.

b. Kendall Station

The Company's depreciation study 1s premised onadeactivationdate of 208 for
Kendall Station (Exh. CEL-5, at 1V-2). Conversely, the 1990 EFSC filing reports a
retirement date of 2018 for Kendall Station (Exh. AG-124, Table 5). Therefore, the
Department mustdetermine the appropriate retirementdate. As an initial matter, the
Department concurs wi th the Company that because no l1fe extension analyses were provided
inthe 1992 IM Tl ing, 1twas appropr i ate for Cambridge toassignan indefinitedeactivation
date to Kendall Station as part of the IM filing. See 220 C.M.R. 10.03(9)(b).
Accordingly, the Department wi Il not consider the Attomey General's extrapolation from the
IM faling of a 2023 retirment date for Kendall Station in 1ts review.

No final order concerning the Company's 1990 EFSC fi l ing was 1ssued by the EFSC,
and thus the fil ing made i1nthat proceeding provides no factual basis onwhichtodetermine
the validity of the retirementdate of 2018. As aresult, the Department finds that the
Attomey General has failed to sustain his argument that Kendall Stationwi ll be retired inthe
year 2018. Inderiving its depreciationaccrual rate for Kendall Station, the Company
fumished 1tsdepreciationwitnesswithaprojecteddeactivationdate of 208, based on
Cambridge's estimated l i1 fe forKendall Station (Exh. CEL-5, at IV-1). Accordingly, the
Department accepts the proposed retirement date of 2008 for Kendall Station.

It 1s appropriate, however, for the Department to further comment on the 1ssue of

retirement dates for generating plait presented by utilities intheir IMfilings. If a utility's



D.P.U. 92-250 Page 66

supply forecast analyses are to be relied upon, 1t 1s necessary that the forecasted retirement
dates for generating plait coincide with the anticipated retirement date used for depreciation
accruals. Accordingly, the Department directs utilities todetemmine the service lives of their
gererating facilities presented intheir IMfilings Inamamer consistentwith the analysis
used todetermine the service l1ves of these plants for depreciationpurposes.

Concerning the Company’'s use of ademol i tionadder, the Department considersa
demol itionadder tobe 1dentical tonegative net salvage value. he determinationofKendall
Station's salvage value 1s opento subjective analysis because the costtodemolishorretire
the facil 1ty cannot be known unti | the actual event occurs. Therefore, the Department has
acoepted the use of estimates In calaulating the salvage value associated with specific location

plant. Boston Edison Company, D.P.U. 1720, at 44 (1984) ; Boston Edison Company,

D.P.U. 1350, at 109 (1983). The Department finds that the Company has made a reasonable
efforttodevelop the costofdemolitionforKendall Station(Exh. CEL-6, at64; Tr. 11,
at 48-51). Accordingly, the Department accepts Cambridge's proposed demol 1tion estimate
for Kendall Station.

C. Mass Plant Account Salvage Values

Inl 1 ke the Company's AJ. and di spersion curve calculations, the selectionof salvage
values 1s more subjective. his 1s because salvage values are theoretically interded to reflect
some future market price, which cannotbe known unti | the actual retirement occurs
(Exh. CEL5, App. A at 8). Ihenever there 1s Insufficient data regarding salvage values,
It Isnecessary to exercise reasoned judgment in the determination of salvage values.

D.P.U. 1350, at 109. Accordingly, the Department shall examine the judgment and
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expertise relied onby Cambridge indetermining the salvage values applied in 1ts depreciation
study.

i. Account 36l (Distribution Structures and Improvements)

The Company proposed a 40-year ASL andR3.0dispersion curve for this account,
as well as anet salvage value of negative 5 percent (Exhs. CEL-S, at 1V-6; CEL-6, at 69).
As aresult, Cambridge proposed an accrual rate for this account of 2.86 percent
(Exh. CEL-5, at 11-6).

The results of the salvage studi es performedby the Company indicatedanegative
39.22 percent salvage value (Exh. CEL-6, at 67). The notes provided as part of the study
demonstrate that the Company's recent | imited experience with thi s account may not produce
areliable salvage value calculation (id.). The Department finds that the Company has failed
to substantiate that a change 1nsalvage values for this account is justified. Accordingly,
Cambridge 1s directed to retain the existing salvage value of negative 0 percent for this
account. This results 1n an accrual rate of 2.68 percent.

i1. Account 366 (Inderground Conduit)

Besides changing the ASLanddispersioncurve for Account366.71 (Inderground
Conduit, General), the Company proposed to revise the salvage values for both Account
366.71 and Account 366.72 (Inderground Condu i t, Transformer Pads), from a negative five
percent to anegative 5 percent (Exhs. CEL-5, at 1V-8; CEL-6, at67). This produced an
accrual rate of 2.27 percent for Account 366.71 and 3.27 percent for Account 366.72 (1d.
Sch. 1).

The results of the salvage studi es performed by the Company indi catedanegative
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133.71 percent salvage value (Exh. CEL-6, at 67). The record demonstrates that
considerable costs are incurred inremoving conduit (id.). The Department finds that the
Company has properly interpreted the results of 1ts statistical analysis andhas exercised
reasoned eng ineer ing judgment. Accordingly, the Department accepts the proposedaccrual
rate for Account 366.71.

However, because virtually all of Account 366.72 1s composed of newer equ i pment,
there 1snohistory of retirements for this account (Exh. CEL-5, at 11-8). Accordingly, the
Department finds no basis onwhicha salvage value change 1s warranted for this account
The Company i1s directed to maintainanegative salvage value of five percent for this
account, producing an accrual rate for Account 366.72 of 2.96 percent.

ii1. Account 367 (Inderground Conductors and Devices)

The Company proposed to retain the current ASLanddispersioncurve for this
account but advocated reducing the net salvage value fromanegative 0 percent to a
negative 2 percent based on the Company's experience and judgment (Exh. CEL-5,
at 1-8). As aresult, Cambridge proposed adepreciationaccrual rate for this account of
3.3l percent (1d.).

The results of the salvage studi es performedby the Company indi catedanegative
32.06 percentsalvagevalue (Exh. CEL-6, at 68). lhi le the Departmentrecognizes that
significait costs are incurred 1nthe removal of this type of plant, we are not persuaded that
the limited recent salvage experience reported by the Company in Exhibit CEL6 justifies the
proposed revision. Accordingly, the Department rejects the Company’'s revisions anddirects

Cambridge to maintain anegative 10 percent net salvage value for Account 3%/, producing
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an accrual rate of 2.98 percent.

iv. Accounts 310 (Meter Equipment and Installations)

The Company proposed to retain the existing ASL and di spersion curves for the two
subaccounts found 1n Account 310, specifically subaccounts 370.71 (Meters) and
310.72 (Installations), but advocatedarevision inthenet salvage value for Account
310.71 from zero percent to a negative 15 percent (Exh. CEL-5, at 1V-12). As a result,
Cambr idge proposed a composite depreciation accrual rate for Account 30 of 4.14 percent
(1d.).

The analyti cal results of the Company's salvage analysis indicated anegative net
salvage value of 41.99 percent (Exh. CEL-6, at68). The recorddemonstrates that,while
positive salvage values for meters were achieved in the past, there i1s no longer a market for
suchequipment (id.). The Department finds that the Company has properly interpreted the
results of 1ts statistical analysis and accepts the proposed accrual rate for these two
subaccounts.

v. Account 373 (Street Lighting and Signal Systems)

There are four subaccounts in Account 373 (Exh. CEL-5, at 1V-12). The Company
proposed, inaddition to changes to the Al and dispersion curves, to: () revise the salvage
values for Accounts 3i3.71 (Equ i pment) and 373.73 (Overhead Conductors) fromanegative
15 percent to a negative 2 percent; (2) change the salvage value for Account 373.74
(Inderground Condu 1 ts) from anegative tenpercent to anegative lhpercent ; and (3) change
the salvage value for Account 373.75 (Inderground Conductors) fromanegative five percent

to a negative 2 percent (1d. at 1V-13; Exh. AG-139 (1988 Study) at 1V-14-15). The
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resulting composite accrual rate for this account 1s 6.63 percent (1d.).

The analyti cal results of the Company's salvage analysis indicated anegative net
salvage value of 3.5 percent (Exh. CEL-6, at 68). The Company claims that 1t took this
recent salvage history 1nto account when deriving its revised salvage values (Exh. CELS,
at 1V-13).

The Company appl 1 ed the same salvage values for Accounts 373.74 and 373.75 as for
the similar Accounts 366 (Inderground Conduit) and 367 (Inderground Conductors)
(Exh. CEL-5, at 1V-13). hi le the Department accepts the changes 1n salvage values
proposed for Accounts 373.74 and 3713.75, we find that there isnobasis intherecord to
support the Company's selection of salvage values for Account 373.71 or 373.73.
Accordingly, Cambridge 1sdirected to maintainthe existing salvage value of negative
15 percent for these accounts, produc ing anaccrual rate of 6.43 percent for Account
313.71 and 5.81 percent for Account 373.73.

d. Application of Results

he pumose of adepreciationstudy Is todevelop accrual rates that are thenapplied to
plant balances. The Department finds that it 1snot inconsistent to apply the accrual rates
developed from a plant balance as of a specific date to those plant balances 1nservice ona
differentdate, providedthere areno significant changes inplantcomposition inthe
intervening period. The Department finds that the changes i1nthe compositionofthe
Company's plant between December 31, 1991 and June 30, 1992 do not materially affect the
val idity of the depreciation study's accrual rates. The Department concurs with the Company

that the results of the depreciation study may be applied to test-year end plant.
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4. Conclusion

In order to calculate the annual depreciation amounts based on the new average
service lives that the Department has determined for Accounts 361, 366.72, 367, 3713.71 and
3B.3, the Department has used the depreciation accrual rates as determined supra for these
stated accounts to adjust the Company's calculations aspresented inExhibitCEL-9,
Schedule 29. Based on this analysis, the Department finds that the Company's annual
depreciation expense is $3,779,946, rather than the $3,870,946 proposed by Cambridge.
Accordingly, the Company's proposed cost of service shall be reduced by §91,245.

C. Affiliate Transactions

1. Service Company Charges

a. The Company's Proposal

The Company has included $3,514,669 1n adjusted test year expenses from the
Services Company in its costofservice (Exh. CEL-9,5ch.7). Cambridge states that the
Services Company providesvarious executive, financial, andmanagement services to the
Company including auditing, general accounting, rate design, treasury, legal services, and
mainframe computer appl 1cations such as customer billing, plant records, accounts payable,
and employee information systems (Exh. CEL-8, at 17).

he Services Company charges are either directly assigned or allocated to the system
operating companies (Cambridge, Commonwealth Electric, Commonwealth Gas, Canal, and
the Steam Company). Direct charges are for costs incurred specifically onbehalf of a
particular operating company. Allocated charges reflect costs which camot be assigned

directly to any specific company and are thus allocated on the basi s of various allocators
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The Company claims that the allocationofServi ces Company costs among the ComEnergy
Yystemsubsidiaries 1sbasedonthe allocationmethodology approved by the Department in

Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80 Phase One, at 79-84 (1991)

('D.P.U. 90-33") (id.).

b. Positions of the Parties

i. The Attorney General

he Attomey General asserts that the allocations to all of the affil 1ated companies
since 19% show a pattem of shifting costs to those ComEnergy ystem subsidiaries filing for
rate relief (Attorney General Brief atil-4). According to the Attorney General, in
Cambridge’'s case, the allocation of Services Company charges to the Company has been
0.4 percent higher i1nthe two most recent test years than in the two most recent non-test

years (1d. at 43). In Commonwealth Gas Company, D.P.U. 87-122 (1987), the Services

Company charges dropped by 2.6 percent immediately after the testyear selected inthat
case (1d. at4). In further support of this alleged pattem, the Attomey General asserts that
Commonwealth Electric charges increasedbyl.l5percent,"intime for the testyear in
Commonwealth Electric’'s rate case DPU 88-135/151" (1d.).

The Attorney General asserts that although he cannot prove that this patternwas
1mplemented intentionally, the effecthas beenunfairto ratepayers andmustbe el iminated by
the Department. Therefore, he requests that the Department reduce the charges allocated to
Cambridge by $172,9718 whi ch i s the di fference between the test year and the average of the
two previous non-testyears (i1d. at 83). The Attorney General also requests that the

Department wam the Services Company that, inthe future, 'gaming’' of its allocationswill
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not be tolerated (id. at 42).

i1. The Company

The Company contends that the Attorney General's allegation of a pattern of
manipulation 1swithout merit(Company Brief at 6f). Cambridge asserts that the allocation
factors didnot change 1n1986 and 1987, and therefore no manipulation could have occurred
during these two years (i1d. at 64-65). Cambridge further asserts that the alleged
manipulation of Services Company allocations could only occur i1f the Company
(@ manipulates the financial results (e.g., revenues) or operational data (e.g., the number of
employees or meters) or (b) changes the allocation formulas (id. at ). Cambridge contends
that inthe first Instance 1twouldbe Impossible since financial data are extensively audited,
and inthe second instance 1twouldbe impractical because the change would have to occur
months ahead of the time adecisiononwhether to file a rate case would be made (1d.).

Additionally, the Company argues that the Attormey General's proposedallocation
adjustment of §172,978 i s arbitrary and without rational basis (id. at 66-6/). Furthermore,
Cambridge contends that the dollar impact calculated by the Attomey General 1s overstated

because the Attomey General twice excludes certain belonthe-line costs from cost of service

(id.).

C. Analysis and Findings

Services Company charges from3di fferent areas are allocated among the system
operating companies onthe basis of28allocators (Exh. CEL-). These allocators are
developedbased onratios of operating company-specificdata suchasrevenues, plantand

equipment, customers, meters, employees, payroll, and property taxes (i1d.). As these data
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fluctuate fromyear-to-year for each of the operating companies, itfollows that the cost
responsibilityassignedto thevarious operating companieswouldalso fluctuate.

The record evidence indicates that inyears 1986 and 1987, none of the formulas for
the Services Company allocators changed (Exh. AG-199). The Services Company did
revise some allocators 1n1988 and one allocator 1n 1990, however the Department reviewed
these allocators, as well as the rest of the Services Company allocators 1nD.P.U. 90-331,
at 8-8, and found them to be reasonable. Inthe Instant case, the record evidence indicates
that the allocations from the Service Company to the system operating companies for each of
the years in the period of 1986 through 1990 and the test year, have fluctuated from year-to-
year (Exh. AG-198). However, there 1s nothing on the record thatwould indicate that the
Company may have manipulated, or 1nany way altered, the allocations to inflate the revenue
responsibility for a givenoperating company plaming to seek rate relief. Accordingly, the
Department rejects the Attorney General's proposed adjustment of$172,978. lie find that
the Company's use of a test-year level of Services Company charges is reasonable.

2. The 1992 Changes to Services Company Allocators and

the Effects of kfemoving Seabrook from Allocation

Formula No. 18

a. The Company's Proposal

The Company proposed to adjust 1ts testyear Services Company charges toreflect

changes to sevenServices Company allocators® put into effect on January 1, 1992

¥ BExhibit AGI99 identifies all of these allocators and describes the proposed changes.
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(Exh. CEL-8, at 17; Exh. AG-199). AllocationFormulaNo.18 isusedto allocate Services
Company charges in the areas of Internal Audit (Area 28), Income Taxes (Area ), and
InformationServices Financial Systems (AreaX). The Company proposed to change this
allocation formula so as to exclude Seabrook property, plant and equ ipment from the
formula. According to Cambridge, this proposed change reflects the long-termdecl ine of
work associated wi th the Seabrook project, whose ‘property base is inflated and, therefore,
carriestoomuchwe ight'(Exh. AG-199). The Company's proposal leads to an increase of
1ts share of costs from 10.87 percent to 11.83 percent (Exh. CEL-10, Part F at 13, 27, 29).

The net effect of all of the changes to the seven Service Company allocators i1sa
reduction to cost of service of $,026 (Exh. CEL-9, Sch. 7).

b. Positions of the Parties

i. The Attorney General

The Attorey General asserts that the Company's proposed changes inthe Services
Company allocators would increase the expenses allocated to the companies regulated by the
Department and decrease the expenses allocated to Canal (Attormey General Brief at 4).
he Attomey General contends that the justifications supporting the changes to the allocators
are unpersuasive, and therefore the Department should reject these changes for ratemaking
purposes (id.).

lii th regard to the Company's proposed change in Allocation FormulaNo. 18, the
Attomey General argues that the Company has fai led to provide any analyses or documents
to support such a change i1n the allocation as required by Department precedent (Attorney

General Brief at 4, citing New England Telephone and Telegraph Company,
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D.P.U. 86-33-G at 137-138 (1989); AT Communications of New England, Inc.,

D.P.U. 85-137, at 50-52 (1989)). The Attorney General also argues that the Company's
rationale for the change 1nFormulaNo. 18 1s questionable because Cambridge still uses the
original allocation formula to allocate costs 1nArea 18 (Accounting) (id.). Further, the
Attorney General contends that all of the departments (Internal Audit, Income Taxes, and
InformationServices Financial Systems) affected by the change 1nAllocation FormulaNo.
18 perform work for the entire system, including Canal whichhas ownershiprights in
Seabrook, and therefore, the effects of Seabrook property, plant and equ ipment should be
retained in the allocation formula (Attomey General Brief at 4). Accordingly, for all these
reasons, the Attormey General requests that the Department reject the proposed Allocation
FormulaNo. 18 and reduce the Company's share of expenses associatedwith the above-
mentioned areas by $6,866 (1d. at 46).

The Attormey General argues that the Company’s claim that the proposed change to
AllocationFormulaNo. 18was the result of the expansion inresponsibilities inthe
departments 1nquestion, shouldbe 1gnored because the Attomey General sought all such
explanations on the record and the Company fai led to indicate such except as argument inhis
brief (Attorney General Reply Brief at 2). The Attorney General urges the Department to
make clear that such rel 1ance on extra-record claims, where evidence has been sought but not
provided on the record, Is unacceptable (i1d.).

Addressing the Company's argument that Cambridge’s proposed changes to the 1992
allocation fomulas leads to a reduction inthe test year cost of service, the Attomey General

contends that this reductionwouldhave been evenhigher 1 f the Company had not made the
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proposed changes to the allocation factors (id.).

i1. The Company

he Company asserts that the 1992 allocati1on changes represent a reasonable effort to
make the Services Company's allocations to Cambridge better reflect cost causation, and that
contrary to the Attomey General's assertions, such changes resulted 1nareduction to the
Company's test year charges (Company Brief at 67).

Addressing the Attorney General's arguments regarding i1ts proposed change in
Allocation Formula No. 18, Cambridge argues that i1t 1s reasonable to exclude the Seabrook
plant effect from the allocation formula for the three areas of Intemal Audit, Income Taxes,
and InformationServices Financial Systems andnot the Accounting areabecause the three
areas 'encompass broader responsibilities than the accounting area which must keep the
detai led records and track Seabrook costs' (Company Brief at 67). According to Cambridge,
because the Seabrook plant"isnow 1nanoperational status quo, the requirements for the
other three areas have decl ined' (1 d. at 6/-68). Therefore, the Company contends that it 1s
reasonable to exclude the Seabrook property, plant and equ ipment from this formula (id.).

Further, Cambridge argues that 1f the Attormey General was not satisfied with the
Company's explanationregarding the change to Allocation FormulaNo. 18, 'he should have
inquired about the further basis of that change on the record, instead of on brief after closing
the record' (CompanyReplyBriefat 32). Incontrast, according to the Company, nothing
on the record supports the Attorney General's argument against such change (1d.).
Additionally, the Company contends that contrary to the Attormey General's allegations, i1t

has provided clear record support for each of the changes inthe allocationformulas (id.).
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C. Analysis and Findings

Indetermining whether rates are just and reasonable, the Department may examine
affiliated transactions to ensure that deal ings between affi l 1ated companies provide direct
benefits to ratepayers and that associated costs are reasonable andallocated ina

nondiscriminatory manner. G.L. c. 164, § 76A; Bay State Gas Company, D.P.U. 92-111,

at 1313 (1992). The Departmenthistoricallyhas exercised its obl igationand authority to
ensure that a company’'s affi l 1ate costs passed on to the company’s ratepayers are reasonable
and that ratepayers pay a fair portion of the costs. D.P.U. 92-111, at 134-137;

D.P.U. 86-33-G at 113-211; Commonwealth Electric Company, D.P.U. 88-135/151,

at 57-62 (1989) ; Oxford later Company, D.P.U. 1699, at 10-13 (1984).

he Department’'s standard for reviewing affil1ate transactions has been articulated
previously 1nD.P.U.1699. Inthat case, the Department found that 1n order to recover costs
incurred from an affi l 1ate, the company must show that those costs: (1) are specifically
beneficial to the individual company seeking rate relief (as opposed to other subsidiary
members of the system as awhole); (2 reflect areasonable and competitiveprice; and
) are allocatedby a service company formula that 1s cost-effective andnondiscriminatory.
D.P.U. 1699, at 13.

The Department has reviewed the reasons supporting the 1992 changes to the Service
Company allocators and finds them appropriate. Exhibit AG-199 describes the 1992 changes
inthe allocation formulas and provides the reasons for such changes. Our review of the
record evidence indicates that the Attomey General’s claim that the Company has failed to

provide any support for the 1992 changes 1snot correct (Exh. AG-199; Tr. 15, at 137-142;
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Tr. 17, at 66-69). During cross-examination by the Attorney General, the Company's
witness stated that the change to Allocation FormulaNo. 18 was made to remove the effect
caused by the di sproporti onate amount of Seabrook property, plant and equipment relative to
total property plant and equipment (Tr. 15, at 138). The Attorney General had ample
opportunity to inquire further for any additional explanation supporting thisaswell as all of
the other changes, but chose not to do so (Ir. 15, at 138-139; Tr. 17, at 66-68).
Accordingly, the Department finds that the Company's proposed adjustment of (82,026) is
reasonable.

3. Kendall Station Operation and Maintenance Expenses

The Company's testyear total OiM expense for the Kendall Stationamounted to
$7,196,461 (R-AG-46). During the test year, the Company billed the Steam Company
$3,851,869" for steam sold at Kendall Station (Exh. AG-108). The largest component of
this amount, 8,239,094, is the cost of fuel used to fire the boi lers atKendall Station. The
Company allocated fuel costs between electric use and steam use on an energy basis by
converting the quantities of steam and electricity produced 1nto equivalent MMBIUs and then
measur ing the relative energy output of the station (Exh. AG-108). Since the Steam
Company has no employees, all maintenance and operations work performed atKendall 1s

performedby Cambridge employees. Cambridge usedanallocationfactor ofdpercent

& The breakdown of this amount is:

a. Fuel costs $3,239,094
b. Fixed charges-Steam $377,016
C. later Treatment $235,759

(Exh. AG-108).
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(based on the number of boi lers owned by the Steam Company in relation to the total number
ofboilersatKendall Station) to calculate the Steam Company's share of the Kendall
operating expenses (i1d.).

a. Positions of the Parties

i. The Attorney General

he Attomey General asserts that the Company has under-allocated costs to the Steam
Company and as a result, the Steam Company earned a 46.2 percent return on common
equityduring the test year (Attomey General Brief at 46). The Attorey General contends
that the Steam Company paid only $848,201 or 11.79 percent of the test year total of
$7,196,461 for non-fuel operation and maintenance expense at Kendall, which is far below
the 42 percent of the total steam output sold to the Steam Company by Cambridge. The
Attorney General maintains that"it 1s clear that the Steam Company 1s paying a
disproportionately small share of the Company's actual operationand maintenance expenses’
(1d. at48). The Attomey General takes 1ssue with the allocation factor used by the Company
to allocate the Kendall Station operating expenses and argues that this allocation is unfair
because it fails to consider any ‘charges for the commonwork areas and steam production
facilities,boilersl, 2, and3, whichare usedforbothelectric and steamcompany
operations'(id. at48-49). To correctfor thisperceived inequity, the Attorney General
recommends that an additional $114,998 or 4 percent? of operating labor expense

associated with boilers 1, 2 and 3 be allocated to the Steam Company (id. at 50).

® 2 percent 1s the percentage of steam output fromKendall Station'sboilers|, 2, and
3 that the Company sold to the Steam Company during the test year (R-AG-4).
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Additionally, the Attomey General asserts that the Company assigns insufficient
maintenance expenses to the Steam Company (i1d.). He contends that because the
maintenance expense allocated to the Steam Comparny Is based on estimates of the historical
time employees spend doing specific functions andnot the time sheet totals ofall time
actually spent, such method fai Is to represent all of the costs of the steam operation (1d.).
The Attorney General also contends that the Company failed to allocate any of the
maintenance costs associatedwithboilers], 2, and3to the Steam Company (1d. at 50-51).
Regarding accounts 510 - Maintenance Supervisionand Engineering; 5l -Maintenance
Structures; 512.02- Maintenance Boi ler Plant ; and5l4 - Maintenance Mi scellaneous Steam
Plant, he argues that no maintenance expenses were allocated to the Steam Company (i d.
at bl). The Attorney General reasons that because maintenance expenses benefitboth the
Steam Company and Cambr idge, and 100 percent of the maintenance work i1 s performed by
Cambridge persomel, 1t 1s appropriate to allocate aportionof maintenance expenses to the
Steam Company (Attorney General Brief at 5l). Therefore, the Attorney General
recommends that the Department exclude $45,718 from the Company’s test year cost of
service.® According to the Attomey General, this amount relates to the maintenance of
boiler plant for boilers 1, 2, and 3 only (1d.).

Moreover, the Attorney General argues that the production allocator of £ percent

should be used to allocate the 'maintenance of other plant that supports the boiler, as well as,

# The Attorney General calculates thi s amountby applying the steamproduction

allocator of £ percent to $85,043 contained in Account 512.02 - Maintenance of
Boiler Plant (Attorney General Brief at 5l).
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the electric operations' (1d). He asserts that since boiler maintenance expense Is 4 percent
of the total boi ler maintenance and electric plant maintenance, then "5 percent of the
general maintenance expenses incurred at Kendall Station shouldbe associatedwithboiler
plant’, an amount the Attorney General calculates to be $99,077 (id. at 51-52). He
recommends that £ percent, or $1,612 of thi s total, be excluded from the test year cost of
service (1d.).

The Attorney General also argues that the level of OéiM expenses which the
Company chargeddirectly to the Steam Company 1s 1nadequate (Attorney General Brief
at »2-5). According to the Attormey General, none of the salaries of the: (1) supervisor of
bui ldings, grounds and security; ( janitors; (3 stores assistant stockman; and () manager
of customer services are allocated to the Steam Company. Further, only five percent of the
salaries of one demand meter special i st, one clerk, two meter and service coordinators, one
supervisor of meters and one supervisor of service andmeter orders i1s allocated tononruti ity
operations (Attorney General Bri ef at 53-54). He recommends that the Departmentapplyhis
proposed production allocator of £ percent to allocate all of the salaries associated with
Kendall Station, and thus reduce the Company’s test year cost of service by anadditional
$874,258 (i d. at 54).

The Attorney General also takes 1ssue with the Company's allocation of AiG
expenses to the Steam Company contending that the Company's allocationof$l98is
insufficient (1d. at%). He urges that the Department to correct thisdeficiency byallocating
to the Steam Company a share of accounts 920, 921, 923, 924, 925, 930.1 and 930.2,

representing a total of $,726,612 i1n ALG expenses (id.). The Attorney General
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recommends that the Department use a revenue allocator, since such allocator provides the

most general and broad based allocation’ (1d. citing lesterm Massachusetts Electric

Company, D.P.U. 89-255, at 99-102 (1990)). The Attorney General calculated a revenue
allocator of 9.2 percent. He indicates that this allocator would reduce the Company's cost
of service by $35,794 (id.).

Inresponse to the Company's assertion that the Attorney General had 1gnored
$282,499 in AYG expenses directly charged to the Steam Company, the Attorney General
contends that this amount relates to the ALG expenses associated only with the Blackstone
Station and has nothing to do with the AlG expenses associated with the Kendall Station
(Attormey General ReplyBrief at 26). Therefore, he maintains that the Company 1s 1ncorrect
in arguing that the direct allocation of $282,499 was "carelessly ignored' (id.).

Finally, the Attormey General maintains that he was unaware that any CiLM charges
were contained 1n accounts 92.20 and 930.2 and agrees wi th the Company’'s position that
none of the $50,000 of C4M costs should be allocated to the Steam Company (Attorney
General Reply Brief at 26-27).

On reply brief, the Attorney General developed an allocator which he termed a "M
demandallocator'fromdataderived from Exhibi t AG-108. This suggestedallocatorwould
require the Steam Company to contribute 43.48 percent of Kendall OidM expenses to
Cambridge (Attorney GeneralfeplyBriefat 25). Alternatively, the Attorney General
recommends that the Department use the £ percent productionallocator advocated inhis

initial brief (id.).
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i1. The Company

Cambridge asserts that the 1ssue of the Company's allocations to the Steam Company

has been reviewed and approved by the Department 1n Cambridge Electric Light Company,

D.P.U. 20104, at 11-15 (1979). The Company asserts that no changes have occurred since
that Order to justify any change in the allocation methodology* (Company Brief at 37-39).
According to the Company, the 'Kendall Station 1sneeded for electric service andprovides
firstcontingency coverage ... the Steam Company 1mposes no demand on the electric
company facilities ..." (1d. at 39). The Company further asserts that the Attomey General's
argument regarding the allocation of OM costs I s based on the faulty premi se that demand-
and energy-related costs be allocated on the same basi's, an argument Cambridge claims was
made and rejected by the Department in D.P.U. 20104 (1 d. at 4).

Addressing the Attormey General's claimthat only 11.79 percent of the Kendal I non-
fuel OM expenses were allocated to the Steam Company, Cambridge argues that the
Attormey General fai led to deduct the appl 1 cable fuel costs from total OiM expenses, and
that the correct calculationyields anallocationof?.?percent rather thanll.79 percentas
the Attorney General alleges (1d. at 49-50).

Turing to the Attorney General's specific adjustments relating to Kendall's OiM
expenses, the Company argues that the allocations proposed by the Attomey General were
presented for the first time inthisproceeding inthe Attomey General'sBrief, contain

calculational errors, and do not allow for sufficient opportunity for the Company to explore

¥ See Section LLA2b. for a complete discussion of the Company's position regarding
the allocation of costs associated with the Kendall Station.
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and demonstrate whether there are more errors (1d. at 4). Next, Cambridge denies the
Attomey General's allegations that no allocations are made for costs relatingtoboilers],?,
and 3 (1d. at 48-5). The Company argues that its allocation factor of 4 percent applies to
allborlers andnot justtoboilers4ands, as the Attorney General alleges (id. at 48-49)
The Company maintains that 1tdoesnotaccount for 1ts expenses onaunit-by-unithasis,
therefore any allocationmustbe made on the plant as awhole. Furthermore, the Company
reasons that since the Steam Company's boilers4and5 (1) are much smaller thanthe
Cambridge-ownedboilers |, 2, and3; (2) operate fewer hours; and (3) produce a much
loner pressure steam, it 1s 1Impossible that these boilers involve the same level of costs as
boilersl, 2, and3(id. at 49). Therefore,according to Cambridge, one canreasonably
conclude that the Company's allocation to the Steam Company covers costs relating toboilers
1,2, and 3 (nd.).

The Company also takes 1ssue with the Attomey General's proposed adjustments for
maintenance costs, argu ing that the Attomey General’s calculations are inerrorbecause they
include costs related to Blackstone Station and the Kendall Jets® (id.).

fegarding the Attorney General's argument that labor costallocations based on
employee time estimates understate the costs of the steam operation, the Company asserts
that this argument lacks any recordbasis (1d. at 49). Cambridge contends that its time
estimation process can as easi ly be shown to result 1n an overstatement of costs to the Steam

Company, rather than the understatement alleged by the Attorney General (1d.).

® There are two jet units atKendall Station. They are 1dentical Prattélhitney
engines, and are rated at 20 Mil (winter normal) each.
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llith respect to the Attomey General's argument that the di rect charges to the Steam
Company are too low, Cambridge contends that the Attorney General rel 1es uponan
unsupported judgment of what level of assignment of costs i1s reasonable (1d. atX). The
Company asserts that the Attormey General does not mention several employees who have
substantial portions of their pay directly charged to the Steam Company - the chiefengineer,
the production supervisor, the production office supervisor, and the supervisor of
maintenance (i1d.). Furthermore, the Company notes that although the Attorney General
urges that £ percent of total payroll be charged to the Steam Company he fai Is to show that
all employees do Steam Company work, 'much less spend almost one half of their time on
Steam Company work" (Company Brief at5l). Moreover, Cambridge contends that the
Attorney General's proposed adjustment of $874,258 does not take into account the other
OiM adjustments already recommended by the Attorney General (id.).

fegarding the Attormey General's recommended adjustment to the A{G expenses, the
Company argues that such adjustment i1s not based on cost causation and 1s "unsupported by
and shown to be Incorrectby record evidence' (CompanyBriefat 51). Cambridge contends
that the Attorney General has Kgnored $282,499 of A{G expenses which the Company
charged directly to the Steam Company (id.). The Company further contends that the
Attorney General's proposal seeks to allocate over 0,00 of C4LM costs appearing iIn
accounts 920.20 and 930.30 which should not be charged to the Steam Company (id.).

Responding to the Attorney General's PRallocator proposed inhisreplybrief, the
Company asserts that the Attomey General’s argument should be rejected because 1t does not

specify towhich costs he would have the RRallocator apply (Company Reply Brief, at 2).
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According to Cambridge, the Attormey General's proposedPRallocator assumes that only
56.24 percent of the steam produced at Kendall Station 1s used to generate electricity.
However, the Company asserts that thisassumption is contradi ctedby the recordevidence
which indi cates thatlllpercent of the steamproduced 1 s used for the productionof
electricity (1d. at %5-26, citing R-AG-3). According to the Company, this evidence should
be sufficient ground to reject the Attorney General's argument (1d. at 26).

b. Analysis and Findings

he recordevidence inthis case indicates thatKendall Stationwasdesigned, and 1ts
equipment sized and configured, to produce electricity (R-AG-3). One hundred percent of
the steam produced by Kendall Station's boilers |, 2, and3 is used for electric production,
and only after the steam 1s del1vered to the turbine generators to produce electricity, £
percent of the steam 1s captured as lowpressure exhaust steamand 1s sold fordistrictheat
purposes (R-AG-3; Tr. 17, at 191-192). Kendall Station also 1s important in terms of
electric service reliability because It senes as a first cottingency protection measure to the
Company's transmission supply (Tr. 16, at 135). The record also shows that the Steam
Company's boilers4andbare capable of supplying all of the steam requirements, and that
the Steam Company can interrupt service to i1ts customers inthe eventthat it isunable to
purchase sufficient quantities from Cambridge or to produce the steam from 1ts ownboilers/
and 5 (R-AG-34).
Accordingly, one can reasonably conclude that the Steam Company imposes no
demand on Cambridge's faci l1ties that would not exi st 1n the absence of the Steam Company.

Based on this conclusion and consistent with our findings inSection 11.A3, i1t is reasonable
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to infer that the Steam Company i1s respons ible fornone of the Kendall Stationproduction-
related plant, or production related OiM expenses associatedwithboilers |, 2, and 3.
However, since the Steam Company purchases steam from Cambridge, the price Cambridge
charges for that steammust reflect a portion of the var1ous OM expenses incurred inthe
process of produc ing steam. The allocation of these 0iM expenses by the Company to the
Steam Company was approved by the Department in D.P.U. 20104, at 11-15. In the Enstant
case, the Company used the same method to allocate the costs to the Steam Company
(Exh. AG-108; B-AG-85; Tr. 17, at 193).

Although the Attorney General contends that the Company allocates a
disproportionately small share of 1ts Kendall StationOéM expenses to the Steam Company,
as we discuss below, the Department has some serious concems regarding the allocation of
certain labor-related expenses. However, we are not convinced that the Attomey General's
recommended adjustments to the Company's cost of service are reasonable.

lle disagree wi th the Attomey General’s assertion that the Company didnotallocate
to the Steam Company any of the operating labor expense associatedwithboilers],?, and
3. The record evidence indicates that the Company allocated $182,543 or 4 percent of the
total operating labor expenses to the Steam Company (Exh. AG-108). The allocator used by
Cambridge to allocate these expenses applies toall boilers andnot justtoboirlers4andsas
the Attorney General alleges. This iIs the same method approved in D.P.U. 20104. The
Attomey General's recommended adjustment of an additional $114,998 is inerrorbecause it
doubles the allocation of costs related to boilers |, 2, and 3.

kegarding the Company's allocationof maintenance expenses to the Steam Company,
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the record shows that the Company did allocate to the Steam Company $310,430 &n
maintenance expenses assoc iated with Kendall Station R-AG-3). Since the Company does
not account for 1ts maintenance expenses onaboiler-by-boilerbasis, it isnotpossible to
determine the exact level of maintenance costs associatedwithboilers |, 2, and 3. Although
we have no reason to bel1eve that the level of maintenance expenses allocated to the Steam
Company 1s unreasonable, we are concerned that the Company's charges to the Steam
Company are based on estimates of time spent by employees on different operations, and not
onactual time sheet totals. Allocating costs onestimates of time IS erroneous because it
could lead to anover-or under-allocationof maintenance expenses. The Company Is
directed, 1n 1ts next rate case, to allocate these expenses on data derived from actual time
sheets 1ndicating the amount of actual time spent performing Steam Company work versus
electric utility operations.®

I th respect to the allocation of AiG expenses, the Departmentdi sagreeswith the
Attorney General that only $198 was allocated to the Steam Company. The record indi cates
that the Company allocated to the Steam Company $96,236 1n AlG expenses associated with
Kendall Station (R-AG-85). It 1s not apparent from the record evidence what allocation
method the Company used for ALG expenses, however, there 1snothing onthe recordto
indi cate that the Steam Company should be allocated a higher or lower amount of A(G
related expenses.

Accordingly, for the reasons stated above, the Department rejects the Attorney

* The Company must be prepared to support 1ts allocationvia copies of actual time

sheets and other related documents.
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General’'s proposed adjustments to the Company's cost of service as they relate toKendall
Station's OdM expenses. Furthermore, as was the case 1n D.P.U. 20104, the Attorney
General again assumes that all of the OM expenses are energy related and, therefore, he
recommends a general energy allocator to allocate these expenses, an approach previously
rejected by the Department.”

Our findings inthis sectiondonot imply aflawless allocationapproachonthe
Company's part. As we stated above, the record 1snotentirely clear as to the classification
or allocationof some of the Kendall Station's OiM expenses. Therefore, the Department
directs the Company 1n 1ts next rate case, to provide a cost-of-service study detailing the
costs allocatedby Cambridge to the Steam Company. Inparticular, inpreparing this study,
the Company must follow the allocat 1 on process described above, by functional1zing all costs,
classifying the expenses Ineachfunctional category, identifying the appropriate allocators,
andallocatingall costs. Further, the Company must prepare areportexplaining the
uderlying criteriaor rationale for the choice of allocators used to allocate the costs among
Cambridge, the Steam Company, or any other operating company.

D. Early Rfetirement Expense

1. The Company's Proposal

During the test year, Cambridge expended $15,84 on an early retirement program.
Cambridge proposes to amortize this expense over two years, thus recover ing 77,42 per

year (Exhs. CEL-8, at 18; CEL-9, Sch. 9, Rev.).

4 The Attomey General's proposed allocation method is also inconsistent with the

Company's allocationof 1ts productionrelated OdM expenses. See Exh. CEL-16.
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In 1988, Commonwealth Electric offered anearly retirement programto its
employees. Thisprogramwas intended to downsize Commonwealth Electric's staff in
response to an economi c slowdown and a slowdown ingrowth in 1ts service territory (1d.).
However, Cambridge didnot offer asimilar early retirement programto i1ts employees
because 1t hadnot experienced a economic downtum in 1ts service territory. Cambridge’'s
union employees fi led and subsequently won a 1abor grievance that required Cambridge to
offer the same early retirement programas Commonwealth Electric (id.). However,
Cambridge stated that itwill have to replace those el igible employees who take advantage of
the early retirement program (id. at 19).

2. Positions of the Parties

a. The Attorney General

The Attomey General contends that the early retirement expense shouldbe disallowed
(Attorney General Brief at i). The Attormey General asserts that the Company's original
management dec i sion to exclude Cambridge employees from the early retirement program
was imprudent and inappropr iate, as demonstrated by the Company’s failed legal action
Accordingly, the Attorney General concludes that the Department should find the early
retirement expense imprudentanddisallow recognitionof the proposed adjustment (1d.).

Further, the Attormey General contends that had the early retirement program been
administered appropriately and offered on a "COWEIlectric' wide basis, the savings that
Commonwealth gained fromthi s programwouldhave offset Cambridge’s loss and thus, no
costs would exi st to be recovered from Cambr idge’s ratepayers (Attormey General Reply

Briefat3ig). herefore, the Attorney General recommends that 1 f the Departmentdoes not
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find the expense 1mprudent, the Department should treat the early retirement program as a
combined COWElectric program now and allocate the resulting net savings proportionately
to Cambridge and Commonwealth Electric (Attorney General Brief at 75-76).

b. The Company

he Company maintains that 1ts decisionnot to offer the early retirement program to
1ts employees was prudent because: (1) there were no payroll savings to be achieved
and (2) avording a cost thatwouldnotproduce abenefit 1s prudent (CompanyBriefatd).
The Company asserts that the Attomey General has provided no record evidence that would
support his contention of imprudence (id.; Company Reply Brief at 37-38). The Company
cottends that a labor arbitrator's finding that 1ts employees were entitled to the same early
retirementbenefits as Commonwealth Electric's employeesdoesnotdemonstrate
mismanagement (Company Reply Brief at 38). Further, the Company argues that the
Attomey General has not provided evidence that the timing of the Company's offering of the
early retirement program violated any law (1d. at 38).

The Company argues that the Department has recently allowed the amortized recovery

of the costs of anearly retirement plan (id. citing Berkshire Gas Company, D.P.U. 92-210,

at 108 (1993)). Inresponse to the Attormey General's position that net savings would have
resulted 1f the Company had originally offered the early retirement program to 1ts enmployees,
the Company maintains that the Attomey General 1gnores the benefits that Cambridge has
realizedduring inthe testyear inthe form of reduced allocated payroll from Commonwealth
Electricas aresultof Commonwealth Electric’'s early retirementprogram(id.; Company

Brief at 30-31).
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3. Analysis and Findings

The Company's unionemployees requested thatanarbitratorbe usedtorectifythe
dispute regarding the early retirement program. The arbi trator thendirected Cambridge to
offer the programto 1ts employees. The Attorney General has presentedno evidence to
support either his assertion that the Company's actions were imprudent or his
recommendation that the costs and savings resulting from Commonwealth Electric's and
Cambridge's early retirement programs shouldbe treated ona consol idatedbasis. Because
of the unusual circumstances i1n this case where the Company was required by the arbitrator
to offer an early retirement program, the Departmentwi 11 allow the Company to recover its
early retirment expense. The Department recognizes thatdisallowing the recovery of early
retiment expenses could result inadisincentive for utilities to take apropriate actions to
control costs and thereby benefit ratepayers.

E. Inflation Allowance

1. The Company's Proposal

The Company has proposed an inflationallowance of $317,785based onan inflation
factor of 4.69 percent (Exh. CEL-9, Sch. 13, Rev.). The Company used historic Gross
DomesticProduct ImplicitPriceDeflator ('GDPIPD) values, as publ ished in the "Survey of
CurrentBusiness', andProducersPrice Index (PPI1") values, as publ 1 shed 1n the "Monthly
Labor Review', along with estimated future GDPIPD and PP1 values prepared by Data
fesources Intemational (IRl'), to calculate the inflation adjustment to be applied to OiM
expenses which are not separately adjusted 1nthe cost of service ('residual OiM")

(Exhs. CEL-9, at 21-22, App. B at 22; CEL-11, atl). By determining the Increase in the
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GDPIPD and PP1 values for the period from the midpo int of the test year to the midpoint of
the year following the date of thi s Order (December 1992 to November 1994), the Company
calculated the 4.69 percent inflation rate (Exh. CEL-9, Sch. 13, Rev.). The proposed
inflation adjustment incorporates the most recent inflationforecast fromRl and cost of
service adjustments agreed to by the Company in 1ts briefs (id.).

2. Positions of the Parties

a. The Attorney General

he Attomey General asserts that the Company's inflation adjustment fai ls to conform
toDepartment precedent intwoways. First, the Attorney General contends that the
Company has failed to exclude from test year residual OM certain expenses which are
either (1) fixed and thus do not requ i re an adjustment, or (2) are known and can be adjusted
separately (Attomey General Brief at 76). The Attomey General maintains that the following
expense items, totall ing $991,991, were included in testyear residual OM inviolation of
Department precedent: (1) postage expense ($112,817); (2) EEIl Dues ($9,93%); (3) EPRI
Dues ($287,114) ; (4) lobbying expense ($39,614) ; and (5) NEPOOL CRC ($502,511) (i d.
at 76). lherefore, the Attormey General requests that the Department reduce the Company’'s
test year residual 0tM by $991,991.

Second, the Attormey General asserts that the Company incorrectly calculated 1ts
inflation adjustment. he Attomey General maintains that since the average ratio of residual
OiM to GDPIPD was 64.12 percent, the Company qualifies for only 64.12 percent of the

forecasted rate of inflation (id. at 7).
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b. The Energy Consortium

he Energy Consortium maintains that the Department should reconsider i1ts precedent
of granting an inflationallowance because (1) inflationhas beenbrought under control,
(9 the Company has emphasized its cost control efforts, and (3) such anallowance "implies
a business as usual' approach to costs" (Energy Consortium Brief at 5-6).

C. The Company

The Company asserts that the Attorney General's proposed adjustment of §991,991 to
the Company’'s testyear residual OtM 1s 1nappropriate. The Company contends that
postage expense is properly included inresidual OM because i1t Is anongoing expense
whichwill increase over time. he Company maintains that the removal of postage expense
from the cost of service i1s onlyproper in instanceswhere autility isproposingaspecific

adjustment to postage expense (Company Brief at 93, compar ing Bay State Gas Company,

D.P.U. 92-111 (1992) and Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80

Phase One (199))).

kegarding EEI dues, the Company argues that #8,141 of the $#9,93% adjustment for
EEI expenses proposed by the Attormey General already were removed from the testyear
costofservice. Thus, the Company asserts, only af3it adjustment to testyearOiM is

appropriate (1d., citing Exh. CEL-12, Sch. 17 workpapers).

As to EPRl expenses, the Company maintains that, as demonstratedby the four
percent increase 1n ERI costs from 1991 to 1992, such costs increase over time and are
appropriately subject to anadjustment for inflation(id. at 94). The Company asserts that if

the Department removes ERI costs from 1ts residual OiM, the actual increase in ERI
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costs 1dentified in the Company's monthly General Activities feports shouldbe included in
the cost of service onan annual 1zed basis (id. citing Exh. AG-24). The Company contends
that the resulting adjustment is an increase of %,630 (id. at 94).

As to lobby 1ng expense, the Company maintains that the Attomey General’s proposed
adjustment for thi s expense 1snotwarrantedbecause this lobby 1ng expense was not included
inthe testyear cost of service and, therefore, was not included inresidual OM (1d. at 9)
Likewise, the Company argues that NEPOOL CRC costs are power cost charges whichwere
already removed from test year OtM (1d.).

The Company asserts that i1ts proposed inflationallowance 1s consistentwith
Department precedent. The Company argues that the Department has found that a
compar ison of the historical change inresidual O and GDPIPD s no longer necessary in
order to support an inflation allowance ; rather, a showing of cost-containment effort 1s

required (1d. at 92, citing Berkshire Gas Company, D.P.U. 92-210, at 77-718 (1993)). The

Company asserts that in Nantucket Electric Company, D.P.U. 91-106/138 (1991), the

Department made an allowance in the calculation of Nantucket's inflation adjustment so as
not to penal 1ze Nantucket for implementing cost containment measures (id. at 95). The
Company contends that since i1thas demonstrated cost-containment consistentwithrecent
Department precedent, the Company's proposed inflationadjustment shouldbe allowed inits
entirety (i1d.; Company Reply Brief at 40).

The Company contends that the Energy Consortium's recommendation to eliminate
the inflationallowance entirely, 1s contrary to Department precedent (Company Brief at 9).

The Company maintains that the Department has held that an inflation allowance 1s aproper
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costofservice 1tem intimes ofbothhighand low inflation(id. citing lestemMassachusetts

Electric Company, D.P.U. 85-270, at 188-191 (1986)). Further, the Company asserts that

i1ts cost cottaiment efforts should not be abasis for eliminating the inflation allowance, an,
consistent withDepartment precedent, 1ts proposed adjustment shouldbe allowed (id. at 95,
citing D.P.U. 92-210 and D.P.U. 91-106/138).

3. Analysis and Findings

The Department permits utilities to Increase test year residual OiM expense by the
projected increase 1nGDPIPD for the period from the midpo int of the testyear to the

midpoint of the rate year. Massachusetts Electric Company, D.P.U. 92-78, at 60-61 (199?) ;

llestern Massachusetts Electric Company, D.P.U. 87-260, at 86 (1988).

The Department has allowed uti lities to apply a portion, capped at 10 percent, of the
projected increase in inflation as an inflation adjustment to their test year residual OM
expense; the portionof inflation has historically been determined as the average ratio of the
compound annual percentage change inresidual OiM to the compound annual percentage

change 1nGDPIPD over a five year period ending with the testyear. Boston Edison

Company, D.P.U. 1720, at 22-23 (1984) ; lestern Massachusetts Electric Company,

D.P.U. 1300, at 82-84 (1983); Commonwealth Electric Company, D.P.l. 956, at 39

(1982).%

® In an Order i ssued on March 31, 1993, the Department stated that it would no longer
employ thishistoricratiomethodfor calculating an inflationadjustment. Berkshire
Gas Company, D.P.U. 92-210, at 77-78 (1993). In the Enstant case, no party
addressed the relevance of the hi stori1cal comparison inflationtestonthe record. In
fact, the Company testified that 1tprovided the hi storical comparison inflation test in
compl 1ance wi thDepartment precedent and that, 1naccordance with that precedent, 1t
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The Company iIs correct innoting that the Department, inD.P.U. 91-106/138 al lowed
an inflationallowance to avoidpenal 1 zing the company for containing i1tsresidual OiM
expenses, even though the hi stor i1 cal comparison inflationtestdidnot support anallowance
for inflation. However, the facts Inthat case canbe distinguished from the facts inthe

instant proceeding. InD.P.U. 91-106/138, the Department performed the historical
comparison inflation test for a fouryyear period rather than five, leaving out the testyear in
recognition of the Company's containment of test year residual OiM expenses. Id. at 6.
In the Instant proceeding, however, the Company has demonstrated that i1ts residual OtM
expenses have eitherdeclined or not increased as qui ckly as the GOPIPD for four of the past
five years. If the Department were to exclude the test year from the hi storical comparison
inflation test, the Company would qual 1 fy for only 5.92 percent of the inflationallowance.
Therefore, even us ing the Nantucket method, the Company does not qual i fy for 100 percent
of the inflationallowance. Accordingly, consistentwi th the Department’'s analysis of the
historicvalues for residual OtM and GDPIPD, Cambridge i1s entitled to 64.12 percent of the
inflation allowance, calculated below.

lithregard to the Attorney General's proposed adjustments to the Company's
residual OtM, the Department finds that the Company inappropriately included the
following 1tems intestyear residual OM: (1) postage expense ; (2 ERI costs; and
(3 34 1n EEI dues. llith regard to postage expense, the Department previously has found

that:

qualifiedfor 64.12 percent of the inflationallowance (Ir. 17, at 16). The Company
first proposed toeliminate the historical comparison inflation test in its initial brief.
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Known and measurable changes iIn postage expense are recognized by the

Department 1n separately calculated cost of service adjustments. Such

Increases are not subject to the general rate [of] inflation inthe economy but
rather result from actions by the Postal Rate Commission. Accordingly, it is
not appropr iate to include postage expense inthe inflationcalculation, andthis
amount wi ll be removed from the residual OiM expense base.

Massachusetts Electric Company, D.P.U. 89-194/195, at 56 (1990).

lith regard to EPRI expenses, the Department previously has found that "such
expenses are large enough to warrant separate adjustment in the cost of service if facts and
circumstances associated with those expenses demonstrate that the test year amount 1s
unrepresentative of the expected level of expense." 1d. atbl. The Department also rejects
the Company's altemative proposal to allow recovery of the actual Increases inERI costs in
the costofservice. Exhibit AG24 indi cates that ERI expenses increasedby four percent
from 1991 to 1992. However, the Company has fai led to provide documentation that EPRI
membership dues have Increased. The Department finds that the Company's proposed
altemative adjustment violates the known and measurable standard and, therefore, denies the
$5,630 adjustment to the cost of service.

il th regard to the Company EEI expense, the Company has indicated that ithas
already removed 8,141 of EEI related expenses from the test year cost of service and has
agreedtoreduce further 1tsresidual OiMby M. Therefore, the Department accepts the
Company's modification. Inaddition, since the Company has indicated that 1thas removed
lobby 1ng and NEPOOL CRC costs from the cost of service, the Department finds that the
Company's residual OiMdoes notneed to be further adjusted for these 1tems. Finally, as

found InSection IV. A3, above, the Company shall also remove health care costs associated
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with 1ts non-union employees from 1ts residual OiM.

llith regard to the Energy Consortium's proposal to el iminate the inflationallowance
in its entirety, the Department previously has rejected arguments i1n support of sucha
proposal. D.P.U. 85-270, at 188-191; D.P.U. 90-331, at 158-160; D.P.U. 92-111, at 16l.
he Energy Consortium has presented no new arguments or evidence to support Its proposal.
Accordingly, the Energy Consortium's proposal 1s denied.

Lastly, as noted above, the Department wi ll determine the Company's inflation
adjustment based upon the compound annual percentage increase in 1ts residual OM and the
GDPIPD for each of the five twelve-month periods, beginning with fiscal years 1987 through
1991 and ending with fiscal year 1992 (Exh. CEL-11, at 1). Since the compound annual
growth calculations for both the res1dual OiM and the GDPIPDexhibitpositivevalues, we
find that the Company should receive an inflationallowance. Applying the updated GOPIPD
calculationcontained inthe revisedSchedule MIV-18 subm i tted wi th the Company’s reply
brief, to the $6,130,052 res idual OtM expense determined inthis Order by the Department,
we calculate an inflation allowance of §184,34%5. See Table 2 to this order.

he Department recognizes that a utility's residual OM expenses may fluctuate from
year-toyear as aresult of extemal, environmental, financial, or physical changes to 1ts rate
base and cost of service, despite the level of forecasted inflation. herefore, although the
Departmentwi Il continue torequire all utilities topresent an inflation forecast, alongwith
the level of residual OM expenses to be used 1n order to determine an inflation allowance,
the Departmentwillnolongerrequire thehistorical-comparison inflationtest.

he elimination of the inflation test, and the requirement that a utility demonstrate all
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cost cotaiment measures ithas implemented, will eliminate any disincentives to avoid cost
control steps.

F. Recurring/Non-Recurring Expenses

1. Consulting Fees

The Company has proposed to include §16,595 in the testyear costof service for
consulting fees related to a work force study performed by Power Technology
(Exh. AG-112).

a. Positions of the Parties

i. The Attorney General

he Attomey General argues that the consulting costs associated with the work force
study are non-recurring since the Company no longer has a contract with Power Technology
and has not demonstrated that simi lar studies have been or wi ll be performed ona recurring
basis (Attorney General Brief at 88; Attorney General Reply Brief at 33-3). The Attorney
General further argues that although the Department has previously allowed recovery of
consulting costs whichwere part of a larger category of recurring expenses, the Company
has failed to provide evidence to determine a historical level for such costs (Attomey General
keply Brief at 33). Thus, the Attorney General asserts, this expense should be excluded
from the cost of service (1d.).

ii. The Company

Cambridge argues thatwhile it isunlikely thatPowerTechnologywi ll perform
another workforce study for the Company, it should sti ll be allowed to recover the cost of

the Instant study as an example of a broader category of recurring expenses (Company Brief
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at1l4). Further, the Company maintains that the instant study providedbenefits to
ratepayers and di sallowance of such cost would provide companies with a disincentive to
engage inconsulting studies thatwi ll improve operations (1d.; CompanyfeplyBriefatd)).

b. Analysis and Findings

The Department permits companies toreflectexpenses in itscostofservice ifa
company candemonstrate that the expense 1s ertheramuallyorperiodically recurringor, if

non-recurring, that it 1s extraordinary innature. Commonwealth Electric Company,

D.P.U. 89-144/90-331/91-80 Phase One at 152 (199]) ; lestern Massachusetts Electric

Company, D.P.U. 88-250, at 65-67 (1989).

For the consulting fees challenged by the Attomey General, the classification of the
expense as recurring or non-recurr ing depends on whether we consider the underlying
activity to be a separate expense category or whether it shouldbe considered as a component
of a larger expense category. SeeDD.P.U. 88-250, at 66. Ihi le there 1snodispute that the
Company does not plan to pay Power Technology for another work force study 1n the next
year, the Department agrees wi th the Company that thi s contract 1 s anexample of abroader
category of recurr ing expenses. Further, the Department has held thatassessments ofa
Company's performance provide benefits to ratepayers, and we encourage companies to
undertake such self-examinations whichwill lead to clear ratepayers benefits. See Bay State

Gas Company, D.P.U. 92-111, at 131 (1992). Accordingly, the Department finds that the

consulting fees at 1ssue are properly included 1nthe Company's cost of service.

2. Onl Spill Clean-lp Costs

The Company has proposed to include $2,033 in 1ts test year cost of service that
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relates to ol spill clean-up costs at 1ts Putnam Bulk Substation (Exhs. AG-24; AG-5).

a. Positions of the Parties

i. The Attorney General

The Attorney General argues that the Company's oil spill clean-up costs arenon-
recurr ing, non-extraordinary and should be removed from the cost of service (Attorney
General Brief at 88). he Attomey General asserts that oil spills cannotbe characterized as
‘environmental compl 1ance" costs, as argued by the Company, and that precedent indicates
clearly that a company camot seek to recover expenses related to such occurrences (Attomey

General Reply Brief at 32-33, citing Nantucket Electric Company, D.P.U. 88-161/168,

at 130-132 (1988) ; Utah Power & Light Company, 63 PR 4th 13, 33 (Utah Public Service

Commission (1984)).

ii. The Company

The Company maintains that (1) environmental compl 1ance costs are recurring and
(2) the $22,033 expended in the test year is comparable to the Company's historic
environmental compl1ance costs (Company Brief at 114). The Company asserts that when
handl ing hazardous waste mater1als, environmental costs recur onaregularbasis. Further,
the Company maintains, environmental costs that relate toanoil spill would still be the
Company's responsibility even ifthe spill was not i1ts fault. herefore, the Company asserts
that the Department should find this expense recurring andallow 1t inthe costof service 'at
least inthe absence of a legitimate questionabout [ 1ts] fault' (CompanyBrief at 114).

b. Analysis and Findings

he threshold question 1swhether the Company experiences recurring oil spill clean
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up costs. See D.P.U. 88-161/168, at 131. In D.P.U. 88-161/168, the Department found

such expenses to be non-recurring. Id. Therefore, pursuant to Department precedent
regarding recurr ing/hon-recurr ing expenses descr ibed above, we find that the Company has
not demonstrated that ol spill cleanup costs recur on either anamual or aperiodic basis
Accordingly, the cost of service shall be reduced by $23,033.

F. Liability Insurance

1. The Company's Proposal

During the test year, the Company booked $34,307 in liabil ity insurance expense.
The Company proposes a i), adjustment to 1ts testyear l1abi l 1ty insurance expense to
reflectacreditmade during the testyear by one of 1ts iInsurance carriers (Exh. CEL-9,
Sch. 16). The creditreflects adjustments to premiums paid during the period from 1981 to
1991 based on the Company's actual claimexperiences (Exh. CEL-8, at 23). The Company
states that the proposed corresponding adjustment to 1ts testyear expense 1snecessary to
establisharepresentative level of testyear l1ability insurance expense (1d.).

2. Positions of the Parties

a. The Energy Consortium

The Energy Consortium asserts that the Company collected the cost of insurance
premiums for prior periods through rates (Energy ConsortiumBrief atb). Thus, the Energy
Consortiumargues, any credit rece ived by the Company for such insurance premiums should
be returned to ratepayers (i1d.). The Energy Consortium recommends that the credit to
ratepayers be amortized over a three-year period, reducing the Company's test year liability

insurance expense by $180,00 (id.). The Energy Consortium maintains that anamortization
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longer than three years would create an umecessary administrative burden for the Company
(Energy Consortium Reply Brief at 4).

il th regard to the Company's argument that past rates didnot cover the cost of the
premiums, the Energy Consortium asserts that such an argument amounts to nothing more
than an attempt to assert retroactive ratemaking, whi ch the Department should not accept (id.
at 3-4).

b. The Attorney General

The Attorney General agrees withthe Energy Consortium's recommendationto
amortize the l1ability insurance creditover athree-year period and reduce the Company's test
year liability insurance by $180,000 (Attorney General Reply Brief at 39).

C. The Company

The Company argues that the level of l1abi l 1ty insurance expense that has been
recovered through rates has consistently been less than the actual expense. Therefore, the
Company argues that shareholders paid for the additional expense and that this refund, like
any other shareholder-supported investment, shouldbe returmed to shareholders (Company
Brief at 113-114; Company Reply Brief at 46).

In the altemative, the Company argues that, 1f the Department finds that ratepayers
should receive the credit, the appropriate amortization period 1s tenyears ; the same amount
of time over whi ch the adjustment was generated (Company Brief at 113-114). Further, the
Company asserts that the refund should be amortizedwithout interestbecause shareholders

paid for the refund (Company Reply Brief at 46).
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3. Analysis and Findings

fates are designed to recover arepresentative level of a company's revenues and
expenses basedonahistoric testyear adjusted for known and measurable changes. See

Eastern Edison Company, D.P.U. 1580, at 13-16 (1984). While the Company may have, in

agivenyear, incurred a higher or lower level of l1ability Insurance expense than the test year
level, Cambridge has recovered test year levels of l1abi l 1ty Insurance expense through rates
for the period covered by the retroactive adjustment.

The Department has found that refunds of Insurance premiums, which have beenpaid

for by ratepayers, should be retumed in full to ratepayers. Massachusetts Electric Company,

D.P.U. 1133, at #4-45 (1982) ; Massachusetts Electric Company, D.P.U. 200, at 29 (1980).

Accordingly, the Department finds that Cambridge's ratepayers are entitled to the entire
retroactive adjustment.

The Department finds that the three-year amortizationperiod recommended by the
Energy Consortium and supported by the Attomey General wi Il not improperly decrease the
Company's test year cost of service. Accordingly, the Department directs the Company to
amortize the liability Insurance expense adjustment over a three-year period, thus reducing its
proposed adjustment to 1ts cost of service by $360,029.

G. Advertising

Cambridge proposed to include all of 1ts advertising costs iIn its cost of service (Ir. 6,

at ).
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1. Positions of the Parties

a. The Attorney General

The Attorney General argues that the Company has improperly included $2,000 of
advertisingbecause the advertising canbe characterized as image advertising and the
Company fai led to produce documentation for the expense (Attorney General Brief at 89,
citing Exhs. AG-29; AG-22; AG-259; Tr. 17, at 116). The Attorney General asserts that
both Massachusetts statutory law and Department precedent require exclusionof'image’ or
"goodwi lI"advertisements from costof service (Attorney General Briefat89, citing

G.L. c. 164, § 33A; Bay State Gas Company, 92-111, at 184 (1992) ; Berkshire Gas

Company, D.P.U. 90-121, at 130-136 (1990)).

b. The Company

The Company states that although the Attomey General'sbrief isunclear, 1tappears
that the ,00 he proposes to eliminate includes %0 in organizational advertising, %19
relating to various school booklets, and 8% relating to various consultant costs from the
Company's cost of service (Company Brief at 117, citing Exh. AG-202). The Company
agrees to remove the %600 1n organizational advertising expense and the %19 relating to
var1ous school booklets from 1ts cost of service (id.). However, the Company states that
there is no record basis for removal of the $83 consultant costs (id.).

2. Analysis and Findings

The Department finds that, as agreed to by the Company and the Attorney General,
the 600 Inorganizational advertising expense and$19 relating tovarious school booklets

shall be removed from the Company's cost of service. The Department agrees with the
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Company that 1t is unclear from the Attorney General's bri ef what the remainder of the
$2,000 represents. The Department finds that there 1snorecordbasis for its removal.
Accordingly, the Department finds that the Company shall adjust 1ts cost of service by
removing $.,119 in advertising expenses.

H. Purchased Power Roll-In

Cambridge has proposed to transfer $11,421,034 of long-term purchased power
capacity costs, associated withSeabrook initland Canal Inits land?, from i1ts fuel
charge into base rates (Exh. CEL-8, Sch. 6, kev.).* The Company calculated its proposed
adjustment based on the twelve month period ending December 31, 1993 (1d.).

Pursuant to a settlement in Canal Electric Company, Letter Order, 55 F.E.R.C.

9 61,113, the Company’'s entitlement to Canal Init lwas increased from9.70 percent to
19.94 percent; for lnit?2, its entitlement was increased from 9.589 percent to 19.94 percent
(Exh. CEL-8, Tab F at 15-16). Because these Increases became effective after the date of

the Company’'s lastbase-rate case, Cambridge ElectriclLight Company, D.P.U. 89-109

(1989), the Company has recovered the incremental capacity costs associated with the
iIncreases through its fuel charge. he Company has proposed to transfer these 1ncremental
costs iInto its base rates (1d.). Seabrook Init 1 began commercial operation on
June 30, 1990, after the 1ssuance of D.P.l. 89-109; accordingly, the Company has

recovered the full capacity costs associatedwiththis unitthrough the fuel charge. The

Company has proposed to transfer Seabrook’s full capacity costs into 1tshaserates (id.).

9 Prior to its filing inthis proceeding, the Company included $3,171,00 of purchased
power capacity costs iIn 1ts base rates.
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In lestern Massachusetts Electric Company, D.P.U. 1300 (1984), the Department

found that long-term capacity-related contracts” shouldbe accounted for inbase rates as

opposed to the fuel charge. Id. at 62-69. InllesternMassachusetts Electric Company,

D.P.U. 86-280-A (1987), the Department found that, 1n determining purchased power
capacity costs, the use of expenses for the most recent twelve months, rather than the test
year,will capture the mostrepresentative level of fixeddemand and maintenance
expenses.” Id. at 87.

The Department finds that the Company has satisfiedthe requirements of the
Department wi'th respect to long-term purchased power contracts. First, the capacity costs
that the Company has proposed to transfer from 1ts fuel charge to i1ts base rates are for
contracts that meet the Department's definitionof long term. Second, the revisedSchedule 6
contains updated information reflecting the Company's purchased power costs for the
twelve-month period ending December 31, 1992. Accordingly, the Department approves the

purchased power roll-in as submitted by the Company i1n Schedule 6, Revised.

0 As established inD.P.U. 30, long-term contracts are defined as contracts for the

purchase or sale of power or transmission services for longer than one year and for a
fixed amount, such as a percentage of a generating unit or a fixed amount of capacity
1d. at 62-69.

o The Attorney General commented 1nhis brief that the Department should review the
Company’'s proposed purchased power roll-in to ensure that 1t satisfies Department
precedent, particularly as 1t appl ies to the most recent twelve-month per 1od (Attomey

General Brief at 78-79).
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V. CONSERVATION & LOAD MANAGEMENT AND OTHER MANAGEMENT-

RELATED ISVES

A. Conservation and Load Management

1. Background

Ina series of earlier proceedings, Cambridge and Commonwealth Electric (‘the
Companies') jointly have submitted three Conservation and Load Management ("C&LM")
preapproval fi lings for Department review.” Inthe Companies' firstpreapproval filing,
submitted onNovember 16, 1989, the Companies requestedpreapproval of sixteen CiM

programs. Commonwealth Electric Company/Cambridge Electric Light Company,

D.P.U. 89-242/246/241, at 31-66 (1990) ("D.P.U. 89-242"). The Department preapproved
program designs and budgets for the eight programs that were shown to be cost-effective.
In addition, the Department ordered the Companies to submit revised program designs for
those programs found not to be cost-effective. 1d.

In their second CiM preapproval filing, submitted on April 16, 1991, the

Companies requested preapproval of four programs. Commonwealth Electric

“ InD.P.U. 86-36-E (1988), the Department adopted regulations requiring Department
preapproval for major investments by electric companies ingeneration facilities. ee
220 C.M.R. 9.00. The Department later found that the preapproval treatment was
appropriate for major investments in CéM. D.P.U. 86-36-F, at 29 (1988).
Because Cambridge and Commonwealth perform their resource plaming functions in
an integrated manner, the Companies submit joint CéM preapproval filings to the
Department.

“ Inpreapproving a CiM program, the Department preapproves the recovery, by the
utility, of specifiedexpenditures that reflect the programdesignpresented inthe
preapproval proceeding.
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Company/Cambridge Electric Light Company, D.P.l. 91-80, Phase Two-A at 2-3 (1992)

('D.P.U. 91-80"). The record EInthat proceeding indi cated that four programs that hadbeen
preapproved inD.P.U. 89-242 had not been implemented in the ensuing year and were not
resubmittedforpreapproval 1nD.P.U. 91-80; therecordsimilarly indicatedthat the
Companiesdidnotsubmitrevisedprograms designs for programs found not to be
cost-effective 1nD.P.U. 89-242. D.P.U. 91-80, at 22-24. On November 20, 1991, the
Companiesandcertainparties inD.P.l. 91-80submi ttedalSettlement Agreement that
addressed many of the i ssues raised inthe proceeding.” The Settlement contained the
following key features: (1) the appo intment of an Independent Expertto'"advise the
Companies ... and the Department on how the Companies should best design, implement,
and moni tor their CLM programs' (the Independent Expert was charged with submitting
reports to the Department detai 1 ing the Companies’ CilMactivities); () the establ ishment
of a Task Force, composed of representatives from each party to the Settlement, to assist the
Independent Expert inaccompl i shing the tasks described above ; * and (3) the requi rement
that the Companiesdesignand implement CéLM programs pursuant to the Department
directives inD.P.U. 89-242. 1d. at 9-14.

On January 15, 1992, the Department 1ssued an Order approving the Settlement.

“ The parties to the Settlement were the Compani es, the Attomey General, the Division
of Energylfesources, the Energy EngineersTask Force, SORE, IRATE, CLF, State
Senator Henri S. Rauschenbach, and State Senator Will1am (. MacLean, Jr.

(D.P.U. 91-80, at 7).

# The Settlement provided that the Independent Expertwould serve as chair of theTlask
Force (D.P.U. 91-80, at 9-10).
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D.P.U. 91-80, at 16-20. In that Order, the Department addressed the 1ssue of whether the
Companies’ CilMactivities since 1990 were in compl 1ance with Departmentdirectives in
D.P.U. 89-242. 1d. at 28-30. The Department found that, because the Companies had
implemented only four of the e ght CéM programs preapproved 1nD.P.l. 89-242, and had
not submitted revised program designs for programs found not to be cost-effective in
D.P.U. 89-242, the Companies were "in violation of the preapproval contract and,
accordingly, are in violation of the abligation to serve their customers 1n a reliable, leastcost
manner." The Department stated that the Companies' noncompl 1ance wi th the Department’'s
directives inD.P.l. 89-22wi Il be considered fullyduring the Companies’'nextbase rate
cases." 1d.

The Companies submitted their third, and most recent, CéLM preapproval filing to

the Department on October 1, 1992. Commonwealth Electric Company/

Cambridge Electric Light Company, D.P.U. 92-218 (1993). The analyses 1ncluded 1n the

filing indicated that many of the programs submitted for preapproval were not
cost-effective.’ 1d. at5-7. OnNovember 30, 1992, the Independent Expert submitted a
report (the "l E Report") to the Department commenting on the Companies’ 1992 CiM
performance and offering recommendations regarding future expenditure levels, program

designs, and staffing levels. 1d. at’.

“6 The Companies submitted a supplemental filing on December 23, 1992. The

Departmentwi Il refer to the initial and supplemental filings jointlyas‘the filing.'

i Of the ten programs targeted at Cambridge customers, only four were shown to be

cost-effective, based on the Company's analysis (Exh. AG-263, Att. D).
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On April 9, 1993, the Department 1ssued an Order dismissing the Companies’

D.P.U. 92-218 filing without Investigation. 1d. at 9-14. In that Order, the Department

stated that

[ 1 ]n considering the appropr iate extent of the investigation of the Companies’
filing, the Departmentmustassess (1) the Companies'past implementationof
CiM programs and compliance withprevious Departmentdirectives; (2) the
completeness of the Companies’ ... Filing; (3) the voluminous and contentious
nature of the comments received; and (4) the integration of the 1ssues raisedby
both the Companies’ ... [C4M] preapproval proceeding and the IM
proceeding.®

1d. Basedon 1ts assessment of these 1ssues, the Department found that"adjudication

of this case cannot lead to the timely implementation of cost-effective CiM

programs." Accordingly, the Department found that adjudi cation of the 1ssues i1nthat

case was not inthe public interest and, thus, dismissed the Companies' filing.”® 1d.

In the Enstant proceeding, the Company and the Attorney General commented

on the extent that the Company's past CéiLM activities should be considered inthis

case.

48

49

The Companies submitted theirDraft Initial Integratedfesource Management
("IM") faling, docketed as D.P.U. 91-234, on November 15, 1991 (for a description
of the IM process, see I Rulemaking, D.P.U. 89-239 (1991)). In a

May 29, 1992 Order un D.P.l. 91-234, the Department directed the Companies to
submit C4M Request for Proposals for Department review on July 1, 1993, to
begin procuring CéM resources on July 1, 1994, 1d. at 2-3.

The Departmentnotes that 1ssues regarding conservationvoltage regulation, the
recovery of lostbhase revenues, and the Companies' 1992 CiMperformance are the
subject of an ongoing investigation in D.P.U. 93-15/16.
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2. Positions of the Parties

a. The Attorney General

The Attorney General states that the Department previously has found that
deficiencies inanelectric company's CiLM performance may constitute aviolation
of a company's publ 1 c service obl igation, and argues that the Department should make

suchafinding inthe instant proceeding (Attorney General Brief at4, citing Boston

Edison Company, D.P.U. 85-266-A/271-A (1986) and llestern Massachusetts

Electric Company, D.P.U. 87-260 (1988)).

The Attorney General asserts that, because most of the CiM programs
submitted by the Company in D.P.U. 92-218 were not cost-effective, the Company
proposes to offer very limited CiLM services to 1ts customers and, indeed, would
offer no CiM services to i1ts residential customers (id. at 7-11). The Attorney
General argues that, since other electric utilities inMassachusetts have desi1gned
cost-effective programs targeting all customer sectors, the Company's limited CiM
activities are unacceptable and are "further evidence of the Company's continuing
violationof itspublicserviceobligation'(id.). Inaddition, the Attorney General
contends that, historically: (1) a low percentage of the Company's customers have
participated in 1ts CiMprograms; (2) the Company has not exhibited sufficient
control over 1ts CéLM expenditures ; and (3) the Company knowingly haspaitdprices
for certain CiLlM measures above the prices submi tted through competitive bids (ad.
at 11-13).

The Attorney General argues that, because of the Independent Expert's
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extensive involvementwith the Company's CéLlMactivities over the pastyear, the
Department, 1n its analysis of the Company's CéM performance, should assign
substantial weight to the opinions expressed inthe IEReport (id. at7). The Attorney
General characterizes the IE Report as being "overwhelmingly critical’ of the
Company's C4LM performance, noting that the IE Report states that "'significant
changes are needed 1n the Companies' CiM area ... [T]Jhe Companies are not
going to make these changes ontheir own,notevenwith the guidance anddirection
by the Task Force" (Attorney General Reply Brief at 2, citing Exh. AG-269,

at 96-97). In addition, the Attorney General contends that, contrary to the
Company's claims, the non-Company members of the Task Force have been highly
critical of the Company's CiM efforts (1d. at 3).

In conclusion, the Attorney General notes that in D.P.l. 91-80, the
Department put the Company onnotice that its failuretomeet itspublicservice
obligationwouldbe an issue In 1tsnext rate case (Attorney General Brief at 13-14).
The Attorney General asserts that the Company'sviolationof itspublicservice
obl igation continues at the present time and recommends that the Department: (1) set
the Company's returnonequity at the lower end of the reasonable range ; (2) exclude
allocatedService Company management incentive expenses ; and (3) order thata copy
of this Order be sent to the Company's Board of Trustees (i1d. at 15).

b. The Company

The Company asserts that i1t has made, and continues to make, significant

improvements in 1ts CéLM efforts to address concerns raised by the Department and
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the I E Report (Company Brief at4). The Company contends that 1t has successfully
addressed the three Issues raised 1nD.P.U. 91-80 that 1t has 1dentified as being
principal issues: (1) highrate impacts; (2) lack of comprehensive programs; and
() insufficient staffing levels (1d. atb). First, the Company asserts that unacceptably
highrate impacts due to 1ts aggressive CiM implementationhave beenaddressed by
the Company's cost containment efforts; inaddition, 1ts quarterly C4M expenditure
reports to the Department provide protectionagainst overexpenditures. Second, the
Company contends that the lack of programdesigns for some customer sectors has
beenaddressedby the comprehensive array of programdesigns itproposed inits
faling 1nD.P.U. 92-218. Finally, the Company states that 1t has significantly
increased 1ts CiLM staffing level 1norder to provide the required level of CéM
services (1d.).

The Company asserts that i1t 'has worked diligently with the Task Force and
has been highly responsive to recommendations advanced by the" 1E Report (id.
at 17). The Company claims that, where the Company has had a good faith
disagreement with the Independent Expert, 1thas stated its reasons inwriting,
consistentwith the provisions of the Settlement Agreement and the Department’'s
Order 1nD.P.l. 91-80 (1d. at 6).

The Company cites the following activities as examples of achievements 1thas
made 1n the CiM area since the 1ssuance of D.P.U. 91-80: §1ts work with the
CiM Task Force; successful implementation of the Hot later/General Use

Program; extensive inspectionactivities in its Commercial and Industrial Programs ;
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an improved database and reporting system; the undertaking of process and impact
evaluations for i1ts CdM programs ; development of a study on conservationvoltage
regulation; participation inthe GoldenCarrot EfficiencyProgram; anddiscussions
with Commonwealth Gas regarding piggybacking 1ts CiM efforts (1d. at 6-7). The
Company argues that the Attorney General has failed to acknowledge these
achievements and the notable areas of commendation contained inthe 1EReport and
in intevenor IRATE's comments to the Department in D.P.U. 92-218 (1d. at 7-9).

The Company contends that, historically, the cost-effectiveness of Its programs
compares favorably wi th those of other Massachusetts electric companies (1d. at9).
lith respect to the Attorney General's argument that the Company has failed to
design cost-effective programs, the Company notes that a program's cost-effectiveness
depends inpartoneachutility's avoided costs. The Company asserts that, because i1ts
avoided costs are currently lower than the avoided costs of some other Massachusetts
electriccompanies, CilMprograms that are cost-effective for other utilities maynot
be cost-effective from the Company's perspective (i1d. at 9-11). The Company also
notes that, in 1ts Supplemental Filing 1nD.P.U. 92-218, 1t submitted an updated
cost-effectiveness analysis that showed that most of 1ts programs might be
cost-effective, depending on the cost and savings assumptions that are used in the
analysis (id. at 12).

The Company argues that the record 1n the instant proceeding contradicts the
Attorney General's arguments regarding the Company's CéLM participationrates, its

cost controls, and the costs ithas paid for specific CiMmeasures (id. at 12-15).
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The Company asserts that: (1) the process evaluations for 1tsprograms demonstrate
that 1ts market penetration has been commendable ; (2) actual CéM expenditures
variedfromprojected expendituresbyonly2.4percent,alevel ofvariancethatis
not indicative of a lack of cost control ; and (3) the process evaluations for its
programs conclude that equipment prices remained stable throughout the programs’
duration(id.). Finally, the Company states that, contrary to the Attorney General's
claim, several of the programs submitted for preapproval in D.P.U. 92-218 would
provide services to the residential sector (Company Reply Brief at 12).

Inconclusion, the Company argues that the Attorney General's allegations
regarding the Company's CiM performance are "unfounded and should be squarely
rejected' (Company Brief at 17-18). The Company asserts that a reduced
rate-of-returndue to 1ts CiMperformance is unjustified, inparticularbecause the
Company has refrained from requesting the recovery of lost base revenues and/or an
incentive inordertominimize rate impacts on its customers (id.). The Company
proposes an alternative approach to resolving the dispute over its CéiM
performance, inwhichperformance milestones are establ 1shed and the Company 1s
rewarded for meeting the specified milestones or penal1zed for failing to meet such
milestones (1d.).

3. Analysis and Findings

The 1ssue to be decided here 1s whether, and to what extent, the Department
should consider the Company's CéM efforts in this case. InD.P.U. 91-80, the

Department found that, because the Company did not comply with Department
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directives from D.P.U. 89-242, the Company was 1nviolation of 1ts obligation to
provide reliable least-cost service to its customers.” 1d. at 28-%. Accordingly, the
Department placed the Company on notice that 1ts non-compliance with the
Department’'s directives would be "considered fully during 1ts next base-rate case.
1d.

In the Instant proceeding, the Company undertook to demonstrate that its
CiLM efforts since the 1ssuance of D.P.U. 91-80 have Emproved notably and have
mitigated the need to address its CiM performance i1n this proceeding. The
Department emphasizes that 1ts finding of non-compliance in D.P.U. 91-80, and 1ts
intention to consider fully suchnon-compl 1ance in the next rate case, were not I inked
to an evaluation of the Company's post-D.P.l. 91-80 C4LM efforts. Even if the
Company, 1nthe Instant proceeding, could successfully demonstrate improvement in
iIts CiM activities since the 1ssuance of D.P.U. 91-80, the Department still may
take action, inthis case, to address the Company's previous non-compliance with
Department directives. The Company's post-D.P.U. 91-80 C¢M activities would
be considered only as a factor to determine the type and magnitude of action that the
Department would Impose iIn response to our previous findings.

In D.P.U. 91-80, the Department stated, 'The Companies’ success Iin

designing and implementing effective CiM programs ... has been a contentious

¥ As noted above, the Department's finding of noncompl rance was based on the

Company's failure: (1) to implement certainprograms thatwere preapproved in
D.P.U. 89-242; and (2) to submitrevisedprogramdesigns for programs found not to
be cost-effective in D.P.U. 89-242. D.P.U. 91-80, at 22-30.
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Issue Inthis case." Id. atll. As noted above, the Company submitted 1ts most
recent C4M preapproval filing on October 1, 1992, approximately nine months
after the 1ssuance of D.P.U. 91-80. See D.P.U. 92-218 (1993). The Company refers
tortsftiling inD.P.U. 922218 as demonstrating that ithas successfully addressed the
program design and implementation problems raised 1nD.P.U. 91-80. However, the
Department notes that the Company's cost-effectiveness analyses i1n D.P.U. 92-218
indicated that only four of the submitted programdesigns could be implemented
cost-effectively. The Department, in dismissing the Company's filing i1n
D.P.U. 92-218, found that the filing was "incomplete on ... [1ts] face and therefore
not 1n compliance with the Department’s previous Orders'. 1d. at 10. The
Department added that, had the Company's filing "been complete, and had 1t reflected
a greater degree of consensus by the Task Force, as anticipated, ... [CiM]
programs could have been in place by January, 1993." 1d. at 12.

Inthe end, it 1s clear that the Company's CéLM efforts since the 1 ssuance of
D.P.U. 91-80 have resulted 1nvery few benefits to i1ts ratepayers. As of the date of
this Order, the Company offers i1ts ratepayers CéM services through only one
ongoing program. Accordingly, the Department finds that the Company has not
demonstrated that 1ts Ci{M performance since the 1ssuance of D.P.l. 91-80 should
serve tomitigate the Department's ratemaking response to 1tsprevious findings of
non-compl 1ance. Accordingly, based on the record 1n the instant proceeding and the
findings set out 1n D.P.U. 91-80, the Department finds 1t necessary to take the

following actions: (1) the Company's poor performance in the CéM area will
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contribute to itsreturnonequitybeing set at the lower end of the reasonable range
(See SectionVl, infra); (2) Cambridge's allocation of the Service Company's
management incentive compensation, anamount equal to $18,816,” wi Il be excluded
from the test year cost-of-service; and (3) the Company shall immediately hand
deliver a copy of this Order to each member of ComEnergy System's Board of
Trustees, so that the Board 1s made aware of the Department's concernregarding
management's poor performance in the CiM area.”

B. Cost Containment and Management

The Attorney General raises further concerns with the Company's efforts to
contain its costs andeffectivelymanage i1ts affairs (Attorney General Briefat15-33;
Attorney General ReplyBrief at9-17). These concerns are addressedbelow. Issues
relating to specific costof service 1tems are addressed inSection 1V, above.

This section of the Order frequently references a recent Department-ordered

management audi t (hereafter 'management audit’) of Commonwealth Electric. In

Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80 Phase One (1991)
('D.P.U. 90-331"), the Department found that an independent management audit of
Commonwealth Electric was necessary and ordered that

... [t]he Endependent management audit ... would address at a minimum:

o See Tr. 17, at 5.

% he Department notes that these actions are simi lar to those taken inBoston Edison
Company, D.P.U. 85-266-A/271-A (1986). In that proceeding, the Department found
that Boston Edison fai led to "address adequately 1tspublic service obligation” 1d.

at 6-15.
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(1) the strategic planning process; (2) budgetary development and control ; (3)
the management of outside services, such as lawyers and consultants,
employed by the Company ; (4) employmentpolicies includinghiring, training,
the level of wages and salaries of all employees including any accommodations
made to employees aspartofaretirementpackage; (5) capital andoperating
cost controls; and (6) customer relations.

1d. at 197-198.

Pursuant to a Department-approved RFP and the Department’'s selectionofafirm
from the respondents to saidfFP, the management audi t was performed by Ernsté Young
(1d.; Exh. AG-2%). ErmstéYoung submitted 1ts final report publ ishing the results of the
management audi t to the Department and Commonwealth Electric onOctober 9, 1992. The
management audit contains & specific recommendations, many of whichdirectly relate to the

concerns raised in this section (Exh. AG-23).

1. Positions of the Parties

a. The Attorney General

The Attorney General argues that Cambridge experienced the same management
problems that led to the Department's ordering of Commonwealth Electric’'s recent
management audit (Attorney General Brief at 16, citing D.P.U. 90-331, at 193-198;

Exh. AG-2%). He further asserts that Cambridge and Commonwealth Electric are managed
as one entity for most purposes, and, thus the recommendations made i1n the management
audit are generally applicable to Cambridge (Attorney General Brief at 16 n.12).

The Attomey General maintains that Cambridge has failed to contain 1ts costs and

therefore the Company's test year costs are overstated (id. at 16). The Attormey General

1dentified the following types of costs inwhi chhe asserts cost containment efforts could be
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1mproved: costs exceeding amounts budgeted; costs for outside services, including costs
associatedwith legal, financial auditing, andemployee benefits programs ; and construction
costs (1d.).

The Attorney General maintains that in D.P.U. 90-331, the Department found that
Commonwealth Electric didnot have a formal policy of re-evaluating its budget 1f actual
expenditures were higher or lower than those originally projected (1d.). The Attorney
Gereral contends that Cambridge has not adopted a policy of re-evaluating 1ts budget and that
the result of this omission is inflated test year costs (id. at 16-17).

Inaddition, the Attomey General contends that Cambridge alsodidnot control 1ts
outside service costs, as exemplifiedby 1ts lack of competitive bidding and/or formal
contractingprocedures, especially inobtaining outside legal services. (1d. at 11-19). The
Attomey Gereral also argues that the absence of these measures raises a cofflictof interest
concern'because apartner of the firmrendering legal counsel to Cambridge 1salsoa
member of the Company's Board of Trustees. Furthermore, the Attorney General
recommends a cost cap to control the possibility of excessive legal fees (i1d. at 18).

llith regard to construction costs, the Attomey General urges the use of construction
budget authorizations (‘CBA")* to determine boththedirectand indirectproject costs
whichare assigned to Cambridge (id. at2). The Attomey General indicates that only those

costsdirectly assigned to Cambridge are currently budgeted by CBA, thereby raising the

# A constructionbudget authorization isaformwhichprovides informationabouta

particular authorized project, and mostnotably for thisdiscussion, the estimated cost
of the project. See AG-R-8T.
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1 ssue of how the Company can control total project costs (id.). kecognizing the Company's
assertion that inthe future 1twill incorporate indirect costs 1nto 1tsCBAsaswell as 1ts
costhenefitanalyses, the Attomey General contends that 1tsexisting practice 1sevidence of
poor management (1d. at21-2). Moreover, the Attorney General argues that the Company's
management has been deficient by not requiring costhenefit analyses for each specific and
general (‘blanket"’) CBA (1d. at 21-24).

Further, the Attomey General argues thatby maintaining executive andadministrative
offices inboth Cambridge and lareham, the Company has not operated cost-effectively (id.
at?). he Attomey General asserts that economies of scale are lost due to dupl ication of
various operations, including human resources, computer facilities, informationservices,
certainaccounting functions, andauditpreparation(id.). The Attomey General argues that
the Company has not met 1ts burden inthis rate case to justify the costs associated with
performing duplicative functions at the Cambridge and lareham offices (i1d.).

Finally, the Attorney General contends that Cambr1dge has made several imprudent
managementdecisions, including the purchase of power fromSeabrook ; intercompany
allocations which are not supported by a written contract ; Cambridge’s decisionnot to
implement an early retirement program when such a program was be ing implemented for
Cambridge’'s affiliates; policies for compliance with the Federal Contract Compl 1ance
Program regarding analleged underutilizationofwomenandminorities insixoutofeight
job categories; the fai lure to deductIMIS software development costs on the Company's tax
retums; and decisions by the Company’'s nonrutility affiliates, including thelr sale of parcels

of real property, which adversely affect the Company (id. at 26-33).
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b. The Company

Cambridge denies the Attomey General's allegations that 1t has not adequately
contained costs and that 1ts management has acted 1mprudently (CompanyBriefat18-%;
Company feply Brief at 14-20). The Company asserts that there 1sno evidence inthis case
to suggest that management fai lures precipitating the Department's Order of a management
auditfor Commonwealth Electric arepresent inthis case (CompanyBriefat 2). The
Company maintains thatwhile 1t 1s making improvements in response to the management
audit, ‘'many of the [Attormey General’'s] allegations and conclusions are based upon a
different company inadifferenttime period' (1d. at19). However, the Company's then-
president, Mr. Scherer, testified that the findings 1n the management audit deal ing with areas
for improvement were equally appl 1cable, with"'minor variances," to both Cambridge and
Commonwealth Electric (Ir. 5, at 112).

Inresponse to the Attomey General's arguments regarding 1ts budget reevaluation
policy, the Company states that 1tregularly reevaluates budgets and expendi tures through 1ts
Budget and CostReview Committee. The Company also argues that the management audit
includes statements whi ch endorse the Company's budgeting and cost containment efforts
(Company Brief at 21, citing Exh. AG-23, § 111, at 17, 22, 23, 24).

he Company also argues that 1t has been successful incontrolling the costs of 1ts
outside services (Compay Brief at 23). In particular, Cambridge contends that its legal fees
inthis proceeding are reasonable given the nature and complexity of the case and that
adequate cost controls are inplace, obviating the needfor the contracting and competitive

brdding procedures suggested by the Attorney General (id. at 23-26). With regard to the
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Attomey General's concem about self-deal ing, the Company points out that 1ts 1nhouse legal
counsel decides what firm 1t engages for a particular purpose, and notes that the Company
uses several law firms (id. at 5%). The Company also contends that 1ts financial auditors'
charges were competitive and that 1ts choice of health care providers "appears to be a least
cost approach’ (ad. at 19, 26).

llithregard to constructioncosts, the Company indi cates that 1t currentlymonitors
indirectprojectcosts onacollective, rather thanan individual, basis. The Company
maintains that itwill perform costhenefit analyses onall specific construction projects over
$40,000 and all blanket construction projects (id. at 21-22).

Cambridge defends 1ts use of two offices for administrative and executive functions,
particularly those relating to accounting operations, by indicating that there are benefits of
some operations be ing central 1zed and others be ing performed at adecentral ized level (e.g.,
taxmatters and manager ial accounting are handled centrally andhumanresource activities
and related accounting are handled at various locations) (id. at 26-27).

Further, 1n support of 1ts position that 1t has contained costs, the Company notes
() that 1ts residential rates are lower than the residential rates of two-thirds of other New
Englandelectric companies, and () 1ts commercial rates are approximately inthemid-range
of rates for New England electric companies (i1d. at 20).

Finally, Cambridge disputes the Attorney General's broader allegations of
mismanagement, pointing out that 1ts decisions regarding purchased power contracts camot
be evaluated retrospectively (1d at 89); the absence of written contracts with its affiliates

does not indicate 1nability to control costs (1d. at2); the Company had a reasoned basis for
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not offering anearlyretirementplanto its employees 1n1989 (id. at ) ; the Company's
noncompl 1ance wi th the Federal Contract Compl 1ance Program 1n1990 concemed a reporting
requirement rather than a finding of underuti lization of females and minorities (id. at3);
Cambr idge made an informeddecisionnottodeductonacurrentbasis itsiMISsoftware
development costs (id.) ; and the Company made prudentdecisionsregarding its sale ofnon-
utility assets, notwithstanding the fact that Canbridge’s ratepayers are unaffected by the rates
ofreturmnfor 1tsnon-utilityaffiliates (i1d. at 2-33). Accordingly, the Company concludes
that there 1sno evidence of management imprudence inthe recordofthis case (1d. at 3).

2. Analysis and Findings

The Department has cons idered carefully the Attomey General's arguments regarding
Cambridge's abil ity to contain costs and manage its affairs effectively. The Department
cosiders these 1ssues to be cattral o a utility's coligation to sene 1ts ratepayers reliably,
safely, and at the least possible cost. See D.P.U. 90-331, at 193.

The record i1n this proceeding Includes a recent Department-mandated management
audit of Cambridge’s retail affiliate, Conmonwealth Electric, which contains evaluations,
findings and recommendations that are appl icable, with'minorvariances', to Cambridge
(Tr.5, at112; Exh. AG-23). Although the Company argues that there isno evidence that
the management problems whi ch precipitated the Department’'s requirement of an audit in
D.P.U. 90-3L are present in Cambridge’'s case, thisposition is inconsistentwiththe
Company's ownadmi ssionthat the managementaudit's findings generally apply toboth
Cambridge and Commonwealth Electric. Therefore, since these two companies operate

under the same parent corporation, engage inthe same line of business iIn the same
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jurisdiction, and share many of the same managers, the Department finds that a substantial
number of audit findings and recommendations are appl 1 cable to Cambridge and should be
implemented immediately by Cambridge to address problems that the two companies share
Thus, we expect Cambridge, at its earl iest opportunity, to apply to 1ts own operations the
audit's findings wherever possible, and be prepared in 1ts next rate case filing to explainand
support 1ts efforts inthis regard. Moreover, we encourage the Company to consider and
1mplement measures beyond those 1dentified inthe management audit to ensure that the
Company fulfi lls the management and cost-containmentgoals articulated inthis and other

Department orders. See D.P.U. 90-331, at 193-198 ; Massachusetts Electric Company,

D.P.U. 92-78, at 29-30 (1992).

The Department shares the Attomey General's concems regarding cost containment.
Accordingly, regarding 1ts budgeting functions, consistent with the recommendations made in
the management audi t, we direct the Company to adopt sufficient procedures to ensure that
expenditureswhichare higher or lower thanoriginally determinedare 1dentified, explained,
and reevaluated on an ongoing basis.

liith respect to the Company's abi l 1ty to control the costs of 1ts outside services, we
agree with the Attomey General that the Company’s ratepayers I 1 kelywouldbenefit froma
selection process which includes elements of competition. As stated in the management audit

Increasing competitive bidding ... should improve the quality and cost
effectiveness of the services received.

Most legal services contracts do not appear to have been open to
competitive bidding inthe recent past. lhile complex professional services
are more difficult to quantify and therefore competitivelybid, they also usually
have some of the higher returns for doing so.
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Exh. AG-23, Section 1V, at 13-14. The Department fully concurs with this
recommendation. Accordingly, the Company 1s directed to evaluate fully competitive
mechanisms for procurement of all outside services, Including legal services, before Its next
rate case, an, if agropriate, Iincormorate more competitive mechanisms Into the selection of
such providers.

linth regard to legal services inparticular, the Department shares the serious concems
expressedbyboth the management audi t and the Attorney General. The management audit
found that () "[ e Ixpenditures on legal services do not appear to be as thoroughly controlled
as other service purchases'; and () the Company does not objectively or vigorously evaluate
the qual ity of its legal services andtheir impact onextemal stakeholders, suchas customers
and regulators (Exh. AG-2%, § 1V, at 18-19).* Inadditionto recommending the increased
use of competitive bidding, the management audit also recommends (1) regularly reviewing
Invoices to ensure that purchases were appropriately made ; and () assessing the performance
of legal serviceprovidersbasedonboth the Company's and the external stakeholder's
satisftactionwiththe providers'performance (1d. at2-21). The Department fully concurs
with these recommendations anddirects the Company to implement them immediately. In

addition, the Department directs the Company to fully explore all methods to control legal

# The managementaudi t's findings andrecommendat i ons regarding the evaluationof

legal services also apply to other outside service providers, such as tree trimming
companies, that have an impact on external stakeholders (Exh. AG-23%, § 1V,
at 19, 21).
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costs, and to regularly assess and maximize the quality of the legal services itpurchases?®

The Department also finds that construction costs which are indirectly ordirectly
assigned to the Company must be fully monitored and controlled. To this end, we direct the
Company to implement fully the recommendations inthe management audit, including the
recognitionof indirectcosts in 1ts CBAs and 1ts costvariance reports. Inaddition, we order
the Company to implement immediately 1ts proposal to utilize costhenefitanalysis forall
specific construction projects exceeding #0,00, and to budget all indirect costs by CBA.
Further, as noted by the Attorney General, 1t 1s incumbent on Cambridge to support the
authorizations for these projects with sufficiently detailed cost/benefit analyses,
commensurate with a project’'s projected complexity and expense.

Finally, the Department recognizes that, Inresponse to the management audit, the
Company has started to implement certainchanges in its cost-containment and management
efforts. lle expect that the additional measures ordered hereinalsowill be implemented
without delay, and we welcome the Company's further initiative inthese areas. Taken
together, these stepswi ll provide real and immedi ate benefits to ratepayers. The Department
wi ll verify the Company's progress in future rate cases and other proceedings, and, if
measurable progress 1snotdemonstrated, the Department wi ll take any and all steps
necessary to ensure that Cambridge serves its ratepayers reliably, safely, ad ina least-cost

manner.

® lle decline to address the i ssue raised by the Attorney General regarding the
‘potential for self-dealing’ in the Company's decisions regarding legal services.
Instead, we note that implementationof the measures mentioned above should
alleviate this concern.
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As directed by the Department in Section V.A., above, the Company shall
immediately hand del iver a copy of this Order to each member of Com/Energy System's
Board of Trustees, so that the Board 1s made aware of the Department’'s concernregarding

management's poor performance.
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VI, CAPITAL SRICTRE AND RATE OF REETURN ON COMMON EQUITY

A. Capital Structure

1. The Company's Proposal

As of the end of the test year, the Company's capital structure consisted of
50.17 percent long-term debt and 49.83 percent common equ ity (Exh. CEL-9, exh. D). The
Company stated that after making 1ts sinking fund payments on June 1, 1993 (the date by
whichthisOrderwouldbe 1ssued), 1ts capital structurewill consistofi.ll percentdebt and
49.89 percent common equity (Exh. CEL-2, at 11).

For ratemaking purposes, the Company proposed the use of a proforma capital
structure consisting of 50 percent debt and 5 percent equity (Exh. CEL-8, at 3).
Canmbridge asserted that the use of this debt/equity ratio 1s appropriate because: (@) the terms
of 1ts Indenture requires an equal balance of debt and equity 1norder to undertake new
long-termfinancing; (b) Cambridge hashistoricallymaintained a commonequity ratioator
above Ypercent ; and (c) aNdebt/equity ratiobest approximates prospective conditions
during the period the resulting rates would be 1n effect (Exh. CEL-2, at 21).

2. Positions of the Parties

a. The Attorney General

The Attomey General opposes Cambr idge’s proposed pro forma debt/equity ratio. He
contends that the Company’s actual and Order date capital structure demonstrates that the
indenture does not require the Company to maintainail:idebt/equity ratio (Attorney
General Brief at 93). Inaddition, the Attorney General points out that regardless of the

indenture, the Department 1 s notbound to the Company’'s proposed capi tal structure,
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particularly inlight of what the Attomey General contends are"artificial restrictions'onthe
Company's ability to raise capital (1d. at 9%3-9). Finally, the Attomey General argues that
the Company’s proposed adjustments to its capital structure to achieve the %) debt/equity
ratio are not known or measurable (1d. at 94). The Attorey General advocates the use of
the Company's test year capital structure, adjusted for known and measurable changes
(Attorney General Reply Brief at 43).

b. The Company

Cambridge claims that under the terms of 1ts 1ndenture, equal amounts of debt and
commonequity are required inorder to undertake financing (Company Brief at 132n.116).
The Company predicts that 1ts capital structure will retum to a¥X debt/equity ratio inthe
near future, whether through the required sinking fund payments or improved eamings (1d.
at 132n. 16). Therefore, Cambridge concludes that 1 ts proposed capital structure 1s
historically and prospectively more indicative of i1ts actual capital structure ratio (1d). he
Company asserts that 1ts proposed capital structure isvirtually indistinguishable from the
actual cepital structure that will be iIn effect as of the date of this Order, particularly once i1ts
June 1994 sinking fund payments are made (Company Reply Brief at 59).

3. Analysis and Findings

The Department permits compani es to include known and measurable post-testyear
changes to their test year-end capital structures to reflect the capital structure most
representative of capital costs whi ch the company can expect to incur during the period In

which the approved rates will be effective. Boston Edison Company,

D.P.U. 85-266-A/271-A at 153 (1986) ; Boston Edison Company, D.P.U. 906, at 106-109
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(1982). The Department has found 1tnecessary to impute a capital structure only 1nthose
Instances where a company's actual capital structure deviates substantially fromsoundutilaty

practice. High llood llater Company, D.P.U. 1360, at 26-27 (1983) ; Nantucket Electric

Company, D.P.U. 91-106/138, at 97 (1991). The Company's proposed capital structure

does not reflect known and measurable changes to the various components of the Company's
capital structure and capital costs. Additionally, the Company has not suggested that the
caprtalization which 1ts management has formulated over time creates a burden on ratepayers.

Bay State Gas Company, D.P.U. 1122, at 86-87 (1982). Accordingly, the Department

rejects Cambridge’'s proposed capital structure.

Considering the sinking fund payments on the Company’'s Series C andSeries D
notes, the capital structure as of the date of this Order 1s50.11 percent debt and
49.89 percent equity (Exh. CEL2, at2l). Accordingly, this capital structure shall be used
to determine the Company's revenue requirement.

B. Cost of Debt

1. The Company's Proposal

Cambridge proposed an 8.95 percent cost for long-term debt (Exh. CEL-2, at 22). In
determining 1ts proposed cost of long-term debt, the Company first calculated the effect of
I1Ssuance costs on the effective rate for each series of long-termdebt using theyield to
matur ity ("YIM") method (1d. at 22-23). The Company definedyield to maturity as the rate
of discount that equates the present value of all future Interest and principal payments with
the netproceeds of the bond (1d.). Next, Cambridge calculated the we ighted effective rate of

each longterm debt series based on the proportion of each series’ outstanding balance to the
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total outstanding debt (1d., Sch. 5, atl). The sum of the we 1ghted effective rates for all debt
series represents the Company's proposed cost of long-term debt (ud.).
Inresponse to anAttormey General informationrequest, the Company performed the

calculationusing the method prescribed by the Department inBerkshire Gas Company,

D.P.U. 90-121, at 160-161 (1990) (Exh. AG-151). In D.P.U. 90-121, the Department

prescribed that 1ssuance costs were to be amortized over the l1fe of the security iIssuewhich
produced those costs without a retum on the unamortized portion of the Issuance costs. 1d,
at 159-161. This method resulted inanembedded cost of debt rate of 8.91percent (1d.).

2. Positions of the Parties

a. The Attorney General

The Attormey General opposes the Company's proposed cost rate of 8.9 percent for
1ts long-termdebt 1 ssues. The Attomey General argues that, cons i1 stentwi thDepartment
precedent, 1ssuance costs should be amortized over the l1fe of the 1ssue withoutprovidinga
retum on the unrecovered portion of the 1ssuance costs (Attomey General Brief at 92, citing

D.P.U. 90-121, at 160-161, and Boston Edison Company, D.P.U. 86-71, at 12 (1986)).

b. The Company

The Company notes that it reliedonthe YIMmethod for calculating its costof
long-term debt (Company Brief at 132-133). Cambridge argues that this method i1s
appropriate for evaluating the effective cost of a particular debt series because the YIM
method recogni zes both the recurring cost of debt 1 ssuance and the fact the Company’s net
proceeds from the financing are reduced by the cost of the 1ssuance (i1d. at 13). Moreover,

the Company claims the YIM method 1s the most frequently used approach for calculating
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the true yield on a bond both by EInvestors and inpublic utility rate cases (1d.).

3. Analysis and Findings

The Department's precedent on the treatment of 1 ssuance expenses and call premiums
in the calculation of the cost rate of long-term debt and preferred stock i1s well establ 1shed
he Department has consi stently ruled that 1 ssuance costs shouldbe amortized over the life

of the I1ssue, without a retum on the unamortized balance. Massachusetts Electric Company,

D.P.U. 92-78, at 91-92 (1992) ; D.P.U. 90-121, at 159-161.

InD.P.U. 90-121, the Department found that debt 1 ssuance costs, including call
premiums, are extraordinary nonrecurr ing costs because the amount of the expenses and the
time between the incurrence of the expenses cannotbenormalized. Id. at 159-161, citing

Boston Edison Company, D.P.U. 86-71, at 12 (1986). The Department does not allow

recovery of nonrecurring expenses unless they are extraordinary innature. Extraordinary,
non-recurring expenses can be recovered through amortization over an appropriate period -
inthis case, the | 1fe of the 1ssue. However, the Department has not allowed aretumon the

unamortizedbalance. 1d.; Fitchburg Gas and Electric Light Company, D.P.U. 1270/1414,

at 32-33 (1983).
he Department has Indicated that In setting 1ts policy on the treatment of 1ssuance
costs, the pol1cy was intended to be consistent with the ratemaking treatment of call

premiums. D.P.. 92-78, at 91-92; llestern Massachusetts Electric Company,

D.P.U. 85-270, at 237 (1986). Furthermore, the Department has held that since a company
determines the timing of an 1ssuance, 1t Is appropriate for a company to bear some of the risk

associatedwithchanges inthe financial markets. SeeD.P.l. 92-78, at 92; Boston Gas
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Company, D.P.U. 86-71, at 15 (1986).

he arguments raised by the Company, that the treatment of debt costs understates the
Company's costofdebt and that the method employed 1nD.P.l. 90-121 to determine these
costs as non-recurring does not apply to Cambridge, are not new. These arguments have
been considered and rejected i1n the past by the Department. See D.P.U. 92-78, at 91-93.
The Company's arguments do not persuade us to depart from our clearly establ 1 shed
precedent regarding the treatment of debt 1ssuance costs and call premiums. Accordingly,
the Departmentdeni es the Company's proposal relating to the treatment of 1ssuance expenses
and call premiums 1nthe calculation of the cost rate of long-term debt and preferred stock
The Department finds that the appropriate cost of debt 1s 8.91 percent.

C. Return on Common Equity

1. Introduction

Cambridge proposed a 12.55 rate of return on common equity (also referred to as
‘return on equity'or'costof equity). Indetermining 1ts cost of equity proposal, the
Company rel1ed on a discounted cash flow (DCF) analysis, arisk premium analysis, a
capital assetpricing model ('CAPM), and a comparable earnings approach. Cambridge
used the DCF model and risk premium analysis as the primary methods, and 1ts CAPM and
comparable eamings approach as supplemental methods for estimating the required cost of
common equ ity (Exh. CEL-2, at3). These four alternative methods are addressed infra.
The spread of equity calculations rangedbetween 0.2 percentusing aDCF model and
13.65 percent using a comparable earnings approach, with an average between all four

approaches of 12.38 percent (1d. at 4). Therefore, the Company concluded that a



D.P.U. 92-250 Page 138

12.5 percent return, fall ing between the 11.71 percent average results of the DCF and the
risk premium analyses, and the 12.46 percent produced by the CAPM, was the lowest
reasonable equity return required by Cambridge (1d. at 45-46).

2. Selection of Barometer Group

a. Introduction

Because Cambridge 1s awholly-owned subs idiary of COWEnergy, there 1snomarket
data for the Company's common stock, and consequently nomeans todirectly assess investor
expectations of the Company's required retum. Thus, the Company provided an analysis of
six companies (‘Barometer Group') considered to be of generally comparable risk to
Cambridge®™ (Exh. CEL-2, at 12). The resulting barometer group includes Atlantic
Energy, Central Louisiana Electric Company, Empire District Electric Company, IPALCO
Enterprises, Kl Energy Corporation, and Otter Tail Power Company (1d., Sch. 2, at?2).

Inadditionto the use of aBarometer Group, the Company provided ananalysis of the
fundamental ri sk of Cambridge 1ncompar i son to the barometer group and incomparisonto
the $PPublicltilities (id. at 13). The Company asserted that, based on measures of credit

quality; i.e, pre-tax interest coverage, debt/equity ratios, funds from operations, and net

® The selectioncriteria included: (1) companies listed inStandard andPoor's (‘%P

vtalaty Compustat 11 ; () identificationas electric utilitieswithSIC Code 4911 ;
() actively-traded common stock ; (4) operating in the Northeast, Southeast, Great
Lakes, North Central, or South Central regions; (5) investment-grade bonds with
ratings fronmajor rating agencies; (©) erther anoperatingelectric utility or a holding
company withnomore thanone electricutil ity subsidiary; (/)nothaving reducedor
omitteddividends; (8) permanent capital betweenf3imillionand 2,00million;
(9) total revenues of not more than $1,000 million; (10) at least 8 percent of
revenues derived fromelectric sales; and (l1) afiscal year ending December 3l
(Exh. CEL-2, at 12).
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cash flow, Cambridge's financial performance has been generally within the benchmarks for
aBBBrated utility, but lags behind the Barometer Group (id. at 14-19; Exh. CEL-2, Sch. 1,
at 5. Cambridge maintained that inadditionto 1tshighfinancial risk characteristics noted
supra, 1thas ahigher operating risk than the Barometer Group, as evidenced by 1ts small
size, large concentration of revenues from commercial customers, and heavy rel 1ance on
purchased power (1d. at 19).

b. Positions of the Parties

i. Attorney General

Ihi le conceding that Cambridge may currently have greater financial risks thanthe
companies included in 1ts Barometer Group, the Attomey General argues that the Company
has overestimated the level of business risk (Attomey General feply Brief at 4-4). First,
the Attorney General notes that the Department has found companies without generation

responsibilities, such as Canridge, ehibit less business risk (id at 4, citing Massadusetts

Electric Company, D.P.U. 92-78, at 110 (1992)). Furthermore, the Attorney General argues

that 1n comparison to Cambridge, the companies included in the Barometer Group have less
fuel diversity and face greater risks associatedwiththe Clean Air Act and future
environmental requirements (1d. at 4-45). However, the Attorney General concludes that,

on balance, Cambridge is of similar risk to the Barometer Group (id. at 45).

Cambridge argues that the electric utility industry now exhibits higher risk factors
today than inthe past, arising fromthe Clean Air Act, other environmental regulations,

‘challenges’' to traditional regulatory concepts, and competi tionfromnonuti l 1tygenerators
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and self-generation (Company Brief at 133-135; Company Reply Brief at 59).

Inaddition to these industry risks, the Company asserts that 1t faces anumber of
other risks. The Company claims that 1ts smaller sales growth rate, reliance on commercial
sales, and the large proportion of purchased power in its total supply portfolio increase its
risk (Company Brief at13%-136). The Company cites the Department's performance reviews
ad subsequentt risk of significait cost disallonances, as well as Increased compliace costs
associated with the Clean Air Act as a source of additional risk associated with Cantridge’s
rel1ance on purchased power (1d. at 136-139).

Additionally, the Company maintains that the Department's regulatorypolicies
enhance Cambridge's financial risks. Cambridge maintains that the Department’'s policy
requiring capacity costs to be recovered through base rates creates significant variation in
earnings andcashflow(id.). Finally, the Company argues that 1ts large construction
program to meet projected growth and to upgrade exi sting plantemphasizes the need for 1t to
earnareasonable returnonequity (id. at 137-138). Cambridge argues that the Attorney
Gereral has inappropriately discounted the risk associated with 1ts rel1ance on purchased
power, and claims that the Attomey General's assertions are refuted by this record (Company
Reply Brief at 59-60).

The Company maintains that 1t has a greater investment ri sk than the Barometer
Group, as Indi cated by Cambridge's lower bond rating, smaller common equity ratio, eamed
retumonequity, operating ratios, fixed charge coverage, and qual 1ty of eamings (Company
Brief at 139-142). However, Cambridge emphasized that 1t made no adjustment to the

Company's required retumonequity toreflect thishigher risk (CompanyfeplyBrief at6l).
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C. Analysis and Findings

Indetermining an appropr iate group of companies to use as a comparison, the
Department has foud that 1t isnotnecessary to find utilities that are identical to the utility
being analyzed. The Department has required companies to use val id criteria to choose the
Barometer Group and to provide sufficient financial and operating data to allow the
Department to review any differences between the investment risks of the compar 1 son group

and the subject company. Essex County Gas Company, D.P.U. 87-59, at 68 (1987).

The Department finds that the Company performed a thorough analysis of itsrelative
risks and those of the Barometer Group. |hi le the Company 1s correct that certainfactors
indicate that Cambridge 1s riskier than the comparisongroup, other factors indicate that the
Company 1s lessrisky than, orofsimilarriskto, theBarometer Group. Because
Cambridge’'s sales are 64.6 percent commercial incomparison to the Barometer Group's
aggregate commercial sales of 3.8 percent, the Department finds that there i1s an added
measure of business risk on the Company as compared to the Barometer Group
(Exhs. CEL-2, at6-7; AG-113). Likewise, the Company's commonequity ratio 1s somewhat
lower than that of the uti l 1ties contained inthe Barometer Group, and Cambridge i1s smaller
In size than the members of the Barometer Group. However, the Department also finds that
Cambridge has less business riskarising from 1 ts greater rel 1ance onpurchased power. See
D.P.U. 92-78, at 110. On balance, the Department finds that Cambridge i1s reasonably
comparable to the Barometer Group rel1ed on inthis proceeding. As the Company didnot
attempt to quanti fy the magnitude of risk 1t facedversus the utilities comprising the

Barometer Group, the Departmentdoesnot find 1tnecessary to specifytherelativeriskof
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Cambridge in relation to the Barometer Group.

3. DCF Analysis

a. Introduction

he DCF model postulates that the value of an asset i1s equal to the present value of
future expected cash flows di scounted at the appropr 1 ate risk-adjusted rate of retum
(BExh. CEL2, at?)). In 1ts simplest form, the risk-adjusted rate of retum on common stocks
derived from aDCF analysi s includes two components: (1) the anticipated cashdividend
yield; and (2) the future growth appreciation of the investment (i1d.).

The Company used the following equation to model 1ts DCF analysis:

Expected Return on

Common Equity K=@{0l1/Po)+g
where K 1s the Investor'srequired cost of capital, Dl is the anticipateddividend, Po 1s the
stock price, and g Is the expected growth rate (1d. at 36).

As abasis for determining the dividend yield component of the DCF model,
Cambridge calculatedamediandividendyieldfor the Barometer Group of5.76 percent for
the six-monthperiodendingwith August 1992, based on the then-current stock price (id.
at 3l). For the purposes of 1tsDCF analysi s, the Company then adjusted the dividendyield
1o take Into consideration the expectation by investors that dividends would increase over the

comingyear (id., App. D).” These adjustments resulted inab5.92percentdividendyield

o The Company examined three separate methods, including: (1) the expectationofa
dividend increase during the initial period equal to one-half the growth component ;
(0 thediscrete growth inquarterlydividends ; and (3) the compound retums attr ibuted
to the quarterly dividend payments (Exh. CEL-2, App. D at 5-6).
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component for the Barometer Group (Exh. CEL-2, at 31).

To derive the growth rate for 1ts comparison group, the Company stated that investors
consider both historical and prospective growth rates as measured by eamings per share and
dividends per share (id. at 3). Based on historical performance, publ 1 shed forecasts, and
growth pattems In eamings per share, the Company maintained that a 45 percent prospective
growth rate 1s a reasonable expectation for the Barometer Group (1d. at 35-36).

Based onthis analysis, Cambridge added the dividendyield and dividend growth rate
estimates, producing a l0.£2 percent rate of return on equity for the Barometer Group of
companies (id. at 3). However, the Company considered this rate to understate the required
rate of retum. Cambridge maintained that when stock prices andbook values diverge, the
results of a DCF analysis understate the required retum (id. at 28). Moreover, the Company
contended that there 1snobasis to assume that investorsvalue uti l 1ty stocks atbook value
(1d. at?29). Consequently, the Company held that the results of the DCF analysi s shouldnot
be the sole determinant in establishing i1ts cost of equity (1d.).

b. Positions of the Parties

i. Attorney General

he Attomey General criticizes Cambridge's selected dividend yield and growth rate
(Attormey General Brief at 96-98). First, the Attorney General argues thatbydividing the
indicated dividend by the current market price, the resulting dividendyield is highly

susceptible to the impact of "one day' events that may affect the market (1d. at 96). To
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adjust for any almormal 1 ties resulting from the use of such spot prices, the Attomey General
advocates the use of the average of several months of dividend yield (id. at 96-97). Based
on the most recent six-month average dividendyield of 5.7l percent and the most recent
twelve-month average dividend yield of 5.7 percent, the Attomey General proposes the use
of adividend yield rate of 5.73 percent (1d. at 97).

Second, the Attomey General asserts that there 1s no factual basi s for the Company’'s
proposed growth rate. The Attorney General argues that the Company overstates the
problems associatedwith 1ts DCF calculation, oversimpl i fying the assumptions behind DCF
theory by implying constant growth rates (Attorney General Reply Brief at 47). The
Attorney General asserts that the Department has previously found that the appropriate
growth rate to employ inaDCF analysis 1s the retained eamings growth rate, whichhe
contends strikes a balance between the eamings per share growth rate and dividends per

share growth rate (Attomey General Brief at 99, citing lestem Massachusetts Electric

Company, D.P.U. 84-25, at 163 (1984) and Boston Edison Company, D.P.U. 1720, at 102

(1984). The Attomey General contends that a five-year average retained earnings growth
rate of 3.6 percent for the Barometer Group 1s 1dentical to the forecasted growth inretained
earnings, and therefore provides the best proxy for determining the growth component
(Attorney General Brief at 99).

Based onhis proposed dividend yield rate of 5.73 percent and a growth component of
3.6 percent, the Attormey General recommends the use of 9.8 percent as a reasonable cost

of common equity for the Company using a DCF analysis (id. at 100).
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Cambr idge suggests that the Attorney General fai ls to understand DCF theory and
application (Company Brief at 153-155; Company Reply Brief at 62). The Company
criticizes the Attomey General’s method of using the average of two averages of dividend
yields (the 2-month average dividend yield, and the 6-month average dividendyield) to
arrive at the Attomey General's preferred dividend yields of 5.3 percent (Company Brief
at 1% n.127). The Company argues that since these two estimates are based on two sets of
overlapping averages, some of the data points are givenmore we ight than others inthe
Attomey General's calculation (id.). According to the Company, the Attormey General's
method of usiing a six-month average 1s contrary to Department precedentwhichrelies on the
use of a Z-month average (id.). The Company contends that the use of a six-month average
dividend yield, adjusted to reflect prospective dividend payments, 1s appropriate inthis case
because the data used 1na twelve-month average wouldbecome stale by the date of this
Order (1d. at 150-151).

kRegarding the Attorney General's criticism of the Company's DCF growth rate
estimate, Cambridge asserts that 1tdetermined the appropr 1ate growth rate for the Barometer

Group using fiveyear historical data and projected growth rates based on publ ications such

aslalueline, the International Brokers Estimate System ("IBES"), and ¥P's Earnings
Guide (id. at 152). The Company argues that the Attorney General's support for use of the
growth rate inretained earnings as the appropriate DCF growth rate proxy Is a
misinterpretation of Department precedent (1d. at 1%3). Cambridge asserts that 1thas clearly

explained why a retained eamings growth rate 1s an inappropr iate proxy for growth, arguing
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that DCF theory requires the use of dividend and earnings growth rates (1d., citing
Exh. CEL-2, App.D at7-10). More specifically, the Company notes that the Department
has found that the growth rate used 1n a DCF analysis camot be based only on a reference to
price appreciation, but other factors as well (1d. at %-1%). father thanrelying onasingle
growth indicator, Cambridge points out that 1thas compl iedwithDepartmentpolicy by using
a "'blended' growth rate (1d. at 15).

C. Analysis and Findings

In the past, the Department has addressed the DCF analysis as abasis for determining

an appropriate rate ofreturnonequity. SeeBay State Gas Company, D.P.U. 92-111, at 257

(1992) ; Massachusetts Electric Company, D.P.U. 92-78, at 112 (1992) ; lestern

Massachusetts Electric Company, D.P.U. 86-280, at 110-111 (1987).

As 1ndi cated supra, the Company-proposed DCF model assumes that the value of an
asset 1s equal to the present value of future expected cash flows di scounted at the appropriate
risk-adjusted rate of retum. Because the dividend yield and growth rate components of this
risk-adjusted rate of retumare variables that reflect investors' expectations onfuture
performance of stock investments, there wi ll always be potential problems and limitations 1n
estimating the appropriate values of these two variables.

kegarding the dividendyield component of the DCF, the Department has previously
rejected those adjustments that tend to overstate the dividendyield component and
consequently the DCFbased cost of equity. More specifically, the Department has rejected
financial and market adjustments and those adjustments whi ch could double-count the effect

of the growth rate factor. See D.P.l. 92-78, at 112; D.P.U. 90-121, at 179 ; llestern
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Massachusetts Electric Company, D.P.U. 85-270, at 232-233 (1986). In this instance,

Cambridge considered in itsdividendyield selection the effects of compounding the dividend
to recognize the effect of reinvesting quarterly dividend payments (Exh. CEL-2, App. D
at D-6). The Department finds that thi s double-counts the effect of the growth rate on the

DCF model. See Commonwealth Electric Company, D.P.U. 88-135/151, at 125-126 (1989).

Accordingly, the Department finds that the Company has overstated the dividend yield
component of its DCF analysis.®

The Department does not concur wi th the Attomey General's rel 1ance on the retained
earings growth method as a means to estimate investor-expected growth. The retained
eamings growth rate does notnecessar i ly capture the full growthpotential of a company. A
variety of quantitative factors, including growth ineamings per share anddividends per
share, should be taken Into consideration as well. D.P.U. 90-121, at 180;
D.P.U. 88-135/151, at 125. Accordingly, the Department shall consider the other growth
rates derived by the Company in order to establ 1 sh an appropriate return on equity, infra.

4. Risk Premium Analysis

a. Introduction

The Company's risk premium approach postulates that the costofequity capital is

egual to the interest on long-term corporate debt plus anequity risk premium (Exh. CEL-,

® The Department concurs wi th the Company, however, that the high price/earnings

multiples exhibited by the Barometer Group affect the results of the DCF analysis and
will consider this indetermining the allowed rate of return (Exh. AG-174).
Nevertheless, we note that 1t i1snotnecessary that util ity price-hook ratios remainat
1:1. Boston Edison Company, D.P.U. 906, at 100 (1982).
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App. E atl). Cambridge stated that the risk premium approach recognizes the required
compensation for the more risky common equity over the less risky and more secured
investment in debt notes (1d.).

The Company used the following equation to model itsrisk premiumanalysis:

Expected Return on

Common Equity K=1u +RP
where K 1s the Investor's required retum, 1 1s the prospective retum for long-termpublic
utility debt, and fP 1s the equity risk premium (id. at 40).

The Company noted that 1n the case of senior capital, such as long-termdebt and
preferred stock, a company contracts for the use of capital at a stated coupon rate, and
provides a specifieddividend for preferred stock, with the usual provision for redemption
through sinking fund requirements (id.). Cambridge stated that 1nsuch cases, the
Investor-expected cost rate 1s equal to the real 1zed retum over the term of the 1ssue, absent
default (1d.).

In the case of equity capital, however, the retum on equity 1snot fixed, butvaries
with Investors' perception of the risk associated with the common stock (1d). Moreover, the
real1zed retum on equity Investment may vary significantly from the expected cost rate
because of the uncertainty associated with the earnings on common equity (id.). This
uncertainty highlights the addedriskonacommonequity investment (1d.). Therisk
premium represents the additional compensationrequiredby the investor for theriskier
common equity investment (1d. at 1-2).

Cambridge rel1ed on corporate bondyields as 1ts starting point in itsriskpremium
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analysis, noting that the Department has accepted publ i c uti l 1ty bonds as the debt instrument
for the purpose of the risk premium approach (Exh. CEL-2, at 36). As the iInterest
component of 1ts riskpremiumapproach, the Company proposedan8.5percentyield, which
the Company stated represents areasonable estimate of aprospective long-termdebt
attractionrate forapublic utility (1d. at %3). Cambridge stated that this 85percentyield
1S based onMoody's Investors Services, Inc. (Moody's") 2-month historical interest rates
(ending January 1992) andBlue Chip Financial Forecast ('Blue Chip") yields on A-rated
public utility long-term debt as of March 1, 1992 (id. at 37).

Cambr idge observed that although the Federal feserve began a series of moves
toward lower interest rates 1inmid-1990 and short-term interest rates have been reduced
significattly, the steepening of the yield curve shows 1nvestors' concems about inflationary
effects on the cost of capital (id). More specifically, the Company noted that whi le short-
term interest rates have been substantially reduced, long-term Interest rates have remained
high (Exh. CEL-2, App. E at 5-6). Cambridge attributed this to the investors’'view that
current Federal feserve policy 1s dictated more by political expediency than the market's
perception of future inflationary pressures or supply/demand 1ssues (Exh. CEL-2, at 38).
The Company noted that once the economy recovers from the recession, interestrateswill be
under pressure as inflationexpectations rise anddemand for credit increases (i1d.).

Regarding the equity risk premium, the Company stated that thispremium is

determined as the di fference between the rate of retum ondebt capi tal and the rate of retum
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on common equity (id., App. E at 6). Using a 1928-1991 data series® and assuming four
altemative holding periods, the Company determined that 45 percent represents a reasonable
risk premium that reflects the relative riskiness of Cambridge and the Barometer Group
compared with the $PPublic Utilities (id. at 39). Accordingly, based on 1ts risk premium
approach, the Company's proposed cost of equity 1s 13.0percent, which 1s the sum of the
45percent risk premium plus the 85 percent prospective long-termdebt attractionrate (1d.
at 40).

b. Positions of the Parties

i. Attorney General

The Attomey General contends that Cambridge's risk premiumanalysis isvirtually
1dentical to the Company’'s CAPM analysis, including 1ts rel1ance on the use of beta and the
IbbotsonReport (Attorney General Brief at 107-108). He maintains that, for the same
reasons 1dentified in the Attomey General’s criticism of the Company's CAPM analysis,
1nfra, the Department should reject Cambridge’'sriskpremiumanalysis (id. at108). The
Attomey General notes that the Department has recently rejected all of the components used
inthis particular methodology of risk premium analysis (Attomey General feply Brief at 46,

citing Berkshire Gas Company, D.P.U. 92-210, at 138-139 (1993) ; Bay State Gas Company,

D.P.U. 92-111, at 265-266 (1992) ; Berkshire Gas Company, D.P.U. 90-121, at 171 (1990) ;

Boston Gas Company, D.P.U. 88-67, Phase 1, at 182-184 (1988)).

9 Thisseries isbasedon Ibbotsoné Associates' Standard andPoor's SecurityPrice
Index Record (Exh. CEL-2, Sch. 12, at 1).



D.P.U. 92-250 Page 151

Based on the risk premium approach, the Company asserts that i1ts appropriate rate of
returnoncommon equ ity must exceed the Company'sdebtrate byasignificantmarginto
attract and hold equity investors (Company Brief at 14-145). Cambridge contends that its
risk premium analysis both comports with Department precedent and results 1na conservative
recommendation (1d. at 147).

he Company argues that the Attomey General's criticisms of 1tsriskpremiummodel
indi cate that the Attorney General does not fully understand the analysis (1d. at 148;
CompanyReplyBriefat6l). Cambridge argues thatbetavalues are one of the eight
separaterisk indicators(id.). The Company also contests the Attorney General's
characterizationof itsriskpremiummodel asvirtually identical tothe CAPManalysis,
arguing that there 1s little similarity between CAPM and risk premium (1d. at 149).
Cambridge contends that inmany ways, a risk premiumanalysis is superior to CAPM, since
It 1samore comprehensive approach. The Company also argues that risk premium analysis
includes avarietyofhistorical periods ofvarying lengths, andnot only the 64-year period

reported in Ibbotson (1d.).

Cambr idge adds that the Department inthe pasthas accepted the use of the risk

premiumanalysis consistentwi ththe method applied inthis case (1d, citing Commonwealth

Electric Company, D.P.U. 88-135/151, at 124 (1989)). The Company concludes that itsrisk

premium method should be accepted by the Department for purposes of thi s proceeding

(Company Brief at 149).
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C. Analysis and Findings

The Company’'s risk premium approach, whi ch defines the cost of equity capital tobe
equal to the i1nterest on long-term corporate debt plus an equity risk premium, has been
presented to the Department 1nprevious rate cases and rejected. The Department has found

that the risk premium approach overstates the amount of company-specific risk and therefore

overstates the cost of equity. D.P.U. 90-121, at 171; Boston Gas Company, D.P.U. 88-67,
Phase 1, at 182-184.

Inaddition, the Department has rejected specificaspects of theriskpremiumanalysis,
including the use of an average of more than 60 years of annual data because the average
shoned a large statistical variance making the result of the analysis of little practical value.

D.P.U. 92-111, at 265-266; D.P.U. 90-121, at 172; New England Telephone and Telegraph

Company, D.P.U. 86-3-G at 364. Because the Company's risk premium analysis presented
inthis case suffers from the same I imitations previously noted by the Department, we give
limitedweightto this approachas abasis fordetermining the Company's costofequity in
this case.

5. CAPM Analysis

a. Introduction

The Company stated that 1t used the CAPM as a supplement to the DCF and risk
premium methods (Exh. CEL-2, at 40). Cambridge noted that CAPM 1s avariation of the
risk premium approach (1d.). The CAPM postulates that the cost of equity for aparticular
stock 1sequal to the rate of retumof arisk-free investmentplus ariskpremaumwhich

recognizes the risk of the stock relative to the overall risk of the market (1d. at4l; id.,
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App. F at 2). To compute the cost of equity using the CAPM, three components are
necessary. () therisk-free rate of retum; (J) the beta, whichmeasures the systematicrisk
or level of riskwhichcouldnotbe diversified inaportfolio of assets; and (9 the marketrisk
premium (ud.).

The Company used the following equation to model 1ts CAPM analysis:

Expected Return on

Common Equity K = Rf + b(Rm-RF)
where K 1s the 1nvestor's required retum, ff 1s the retumonrisk-free Investments, b 1s the
beta for the securitybeing analyzed, andim 1 s the return inthe market (Exh. CEL-2,
at 83).

Cambridge used the yield on 3-year Treasury bonds for the twelve months ending

August 199 aswell as forecasted data to measure the risk-free rate of retum (ad. at4; id,

App. F at 2-6). The Company stated that, based onhistorical and forecast data, the most
representative risk-free rate for use i1n the CAPM was 7.5 percent (1d.).
Toderive the beta for the Barometer Group, the Company rel 1ed ondata fromValue

Line InvestmentSurvey and the Merri 1l LynchSecurityfi sk Evaluation, anddetermined that

the medianbeta for the Barometer Groupwas 0.56 (1 d. at 41). According to the Company,
uti l ity company betas typi cally account for a small proportion of the total investment risk
because of the relatively low coefficient of determination indicated by the beta estimates (id,
App. F at 3).

Cambridge defined the market risk premium as the rate of retum on the total market

less the risk-free rate of return (1d. at5). Indetermining the market risk premium, the
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Company used two sets of data: (1) the Value Line forecast of capital appreciationand
dividendyield onl,10 stocks; and (2) the total returns from common stocks and long-term

govemment bonds publ 1 shed by Ibbotson Associates inStocks, Bonds, Bills and Inflation -

1992 Yearbook ("SBB1") (Exh. CEL-2, at 42). The Company used the average of these two

market risk premiums, or 8.86 percent, as its proposed market risk premium for 1ts CAPM
analysis (1d.). The Company noted that the sum of 1ts 8.86 percent market premium and
15percent risk-free rate of returmwas 16.36 percent, representing a total market retum that
was consistentwith$P's five-year average returnoflh.i36percentandValuelLine’s
five-year forecastof17.92percent, thus demonstrating the reasonableness of the CAPM
results (1d.).

Using the risk-free rate of 7.5 percent, a beta of 0.56, and a market ri sk premium of
8.86 percent, Cambr idge concluded that the appropr 1ate returnonequ ity under the CAPM
approach was 12.46 percent (1d., at 42-43).

b. Positions of the Parties

i. Attorney General

The Attorney General observes that the Departmenthas previouslyrejected the
CAPMM analysis used 1nthis proceeding, and thus no we 1ght should be given to that analysis

(Attorney General Reply Brief at 48, citing Berkshire Gas Company, D.P.U. 92-210,

at 148-150, 155 (1993) ; Bay State Gas Company, D.P.U. 92-111, at 274-276, 280-281

(1992)). Specifically, the Attorney General contends that the Company's CAPManalysis
should be rejected because of its reliance on urealistic assurptioss aud 1ts poor gplication

in the instant case (Attorney General Brief at 12-107). The Attormey General observes that
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the Department has considered the following underlying assumptions in CAPM analyses:
(1) Investors canborrow and lend unlimited funds atrisk-free rates; (2) alternative
equity/securities portfol 1os canbe mathematically evaluated; () there are no income taxes on
dividends; and (4) alll percent liquidating dividend 1s paid at the end of the investment
period (1d. at 1B). The Attomey General argues that whi le certain of these assumptions are
highly desirable, none hold true i1n the real world, and Cambridge failed to address any of

these problems (id. at 102-104, citing Commonwealth Electric Company, D.P.U. 956,

at 54-55 (1982)).

Further, the Attomey General argues that the Company's appl ication of CAPM inthis
case 1s fundamentally flawed. First, the Attorney General contends that Cambridge’'s
rel 1ance on the Ibbotson Study has never been found by the Department to reflect current
Investor expectations (Attorney General Brief at 104-105). The Attorney General further
rejects the use of lalue Line's four-year expectation of market appreciation, as a poor
indicator to use during a general market recession (1d. at 105).

Second, the Attomey General argues that the betas selected for use by Cambridge are
not the only ones avai lable to 1nvestors. He contends that the range of betas avai lable fora
single company are diverse, and that differing betas produce differing results (id.
at 105-106). The Attorney General claims that Cambridge's beta i1s fundamentally flawed,
because the beta selected by the Company only explain16 percent of the variation instock
prices (1d. at 106). The Attorney General argues that because the beta selected by the
Company fai ls to explain 8 percent of the variation 1n stock price, the beta 1s rendered

uselessforevaluatingautility'sreturnonequity (id., citing Colonial Gas Company,
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D.P.U. 84-94, at 63-64 (1984) and Berkshire Gas Company, D.P.U. 1490, at 74-75 (1983)).

Third, the Attorney General contends that Cambridge’'s rel1ance on long-term
Treasury bonds as aproxy for the risk-free rate overstates the actual risk-free rate, because
long-termTreasury bonds EIncorporate a measure of maturity risk (ad. at 106-107). The
Attorney General maintains that the correctproxy to use for the risk-free rate 1sU.S.

Treasury bills, which do not have the maturity risk of Treasury bonds (1d. at 107).

The Company asserts that the results of 1ts CAPManalysi s provide avaluable means
to supplement the Company’'s two primary methods for determining the cost of equity
(Company Brief at 156 ; Company Reply Brief at 63). Regarding the Attorney General's
criticisms of the underlying assumptions of the CAPV, the Company asserts that although
most analytical methods, including the Attomey General'’s preferred DCF, do not account for
all variables, 1trecognized the restrictive assumptions of the CAPM, and emphasized the
need to use this method 1n conjunctionwi th the other methods presented for determining the
cost of equity (Company Brief at 156 n.133).

fegarding the Attomey General's suggestion that the CAPM ri sk-free rate should be
based onU.S. Treasury bi lIs rather than the 3-year Treasury bonds, the Company asserts
that short-term Treasury bi lls are 1Inadequate and that the long-term cost of capital 1s the most
appropriate cost of capital to use in rate setting (1d. at 157 n.134).

The Company defends i1ts selectionofbetas used in 1ts CAPM, noting that the betas
used were an average of beta values obtained from two widely used sources, \alue Line and

Merrill Lynch, the latter of whichrelies on$P's 1ndex (id. at 157-158). Furthermore,
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Cambridge argues that the low coefficients found for 1ts betas do not make the data suspect
Rather, the Company contends that low coefficients demonstrate that the Company's
investment risk isnotprimari ly attributable tomarket factors, but to other factorsunique toa
particular industry or company (id. at 157 n.13).

Cambridge argues that the Attomey General’s criticisms of the Ibbotson Associates
study 1s Inconsistent with the faults he finds i1n the four-year projections used by \alue Line
(1d. at 158 n.137). The Company suggests thatno time period couldbe found thatwould
suit the Attomey General (1d.). Inresponse to the Attomey General's criticismofusing
Ibbotson data, the Company asserts that i1t 1s not the specific events or retums which are
1mportant, but rather the differential between stock returns andU.S. Treasurybond returns,
which makes the analysis valuable (id.).

C. Analysis and Findings

The Department in the past has rejected the use of the CAPM as a basis for

determiningautility's costofequity. Massachusetts Electric Company, D.P.U. 92-78,

at 113 (1992) ; Boston Gas Company, D.P.U. 88-67, Phase 1, at 184 (1988); D.P.U. 84-94,

at 63-64. Based on the record 1nthis case, the Department concludes that the CAPM
analysis presented 1s not an appropr 1ate and rel 1able basi s for determining Cambridge'’s cost
of equity.

The record 1nthe instant case indicates that the Company's CAPM 1s intended to be
used as a supplemental basi s for determining the Company's proposed cost of equity. The
Department agrees with the Attorney General that the CAPM has a number of strong

assumptions which affect the resulting estimate of the cost of equity. he implications of
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these assumptions have not been clarified during the proceeding.

Inmaking this conclusion, the Departmentnotes anumber of limitations inthe
Company's application of the CAPM. First, the Department 1s not persuaded by the
definitionanddata usedto estimate the risk-free rate. The Department agrees with the
Attomey General that long-term govermment bonds are not necessarily risk free. Thus, the
Company's measure of the risk-free rate could overstate the cost of equity based on the
CAPM. Second, because the coefficients of determinationof the betas are relatively low, we
camot place muchwe ight onthe statistical reliability of the results of the cost of equity
calculations. Accordingly, the Department gives no weight to the Company's CAPM
analysis iIn this case.

6. Comparable Earnings

a. Introduction

The Company presented the comparable eamings approach as an additional method to
supplement 1ts DCF and risk premium analyses. The comparable eamings approach uses a
set of parameters which represent simi lar risk characteristics of autility and a group of
companieswithcomparable risk thatarenotpublicutilities (Exh. CEL-2, at 43).

To implement the comparable earnings approach, the Company used both actual
retums and forecast retums for norutility conpanies as a measure of a fair rate of retumon
common equity (1d. at 4). The Company used the Value ScreenData Base which includes
approximatelyl,/i0companies (id.). Inorder to establ ishthe comparabilityofthe
non-regulated compani es with Cambr idge, the Company used three criteria covered inthe

lalue ScreenDataBase: (1) arange oflValue Line betas from 0.5 to 0.70; (2) safety ranks
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of 1,2 and 3; and (3) financial strength ratings between B+ and A (Exh. CEL-2, App. G
at 3). By applying these selectioncriteria, the Company identifiedagroupofld companies
to be used for the comparable earnings approach (id.).

Cambridge stated that the results of this approach indicate that the historical retum on
book common equ ity was 10.7 percent for the five years ending 1991, and that the forecast
rate of return onbook common equity 1s 16.6 percent (Exh. CEL-2, at 4). The Company
stated that the average of the histori1cal and forecast rates of retumoncommonequity 1S
13.65 percent, whi ch represents the comparable eamings result in this case (1d. at 4-5).

b. Positions of the Parties

i. Attorney General

The Attorney General urges the Department to reject Cambridge's comparable
eamings analysis, arguing that thi s approachhas been repeatedly rejected by the Department

as beingunreliable (Attorney General Brief at 108, citing Bay State Gas Company,

D.P.U. 92-111, at 280-281 (1992) ; Berkshire Gas Company, D.P.U. 905, at 48-49 (1982)).

The Attorney General asserts that because the Company has provided no reasons for the
Department to change 1ts precedent, the Company's proposed comparable eamings approach
presented in this case should be rejected (1d. at 109).

Furthermore, the Attomey General notes that while three 1ndicators of investment risk
were included in the analysis, Cambridge 1gnored what he considered the three most
important indicators: (1) stockprice stability; (2 price growthperformance ; and
(9 eamings predictability (1d.). The Attomey General argues that stock price andeamings

stability are the most important risk indicators a stock investor would consider (1d). he



D.P.U. 92-250 Page 160

Attomey General concludes thatbynot considering stockprice oreamings stability, the

Company's selection of nonregulated compar 1son companies 1s guestionable at best (1d.).

Inresponse to the Attomey General's assertion that the comparable eamings approach
has been previously rejected by the Department, the Company contends that the Department's
objections to the comparable eamings approach were based on the use of regulated firms in
the comparison group (Company Brief at 159-160). In the Enstant case, however, the
Company notes that 1ts group of comparable companies 1s composed ofnon-regulated,
industrial firms (1d.). Furthermore, Cambridge contends that the Attomey General's three
measures of 1nvestment r 1 sk have not been shown as paramount to the measures selected by
the Company (id. at 160). Moreover, the Company argues that its selectedcriteria
Incorporate the measures proposed by the Attomey General --beta measures stock price
stability, safety measures total comprenensive risk of a stock, ad firancial strength addresses
aseriesofvariables (id). Cambridge contends that the results of 1ts comparable eamings
analysis provides a valuable benchmark to assess the results obtained by the two primary
methods used todetermine 1tsrequired retumonequity, the DCF and risk premiumanalyses
(Company Reply Brief at 63).

C. Analysis and Findings

Ihi le the comparable group of compani es used 1n the comparable eamings approach
arenon-regulated fi1rms, the Company has not demonstrated that the 14 companies included
1nthe comparable group have risk comparable to that of Cambridge. Inorder to meetthe

comparability criteria spelled out by the Court inBluefieldlater liorks and Improvement
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Company v. PublicService CommissionofllestVirginia, 262U.5. 6719 (1923) and Federal

Power Commission v. Hope Natural Gas Company, 320 U.S. 591 (1942), other Investment

risk criteriamust be carefully evaluated as bases for selecting a comparable group of
companies. The Department notes the companies used Inthe comparable eamings analysis
include representatives of such industries as goldmining, machine products, petroleum, food
processing, and home furnishings (Exh. CEL-2, Sch. 14, atl). Ihile these companies may
fall within the three Investment risk criteria used in the analysis, the Attomey General has
correctly indi cated that the Company didnot cons ider other relevant investmentrisk
indicators. Furthermore, the Department notes that the investmentrisk criteriaselected by
Cambridge may not represent the mostval id criteria. For example, we note that the use of
betaasacriterion inselecting the comparable group of companies isnotareliable
Investment risk indicator given its statistical measurement | imitations noted supra.
Accordingly, the Department rejects the Company’'s comparable eamings approach as abasis
for determining the Company's cost of equity in this case.

1. Conclusion

The allowed return on common equ ity should preserve the Company's financial
integrity, allow 1tto attract capital onreasonable terms, and be comparable to eamings on

investments of comparable risk. Bluefield and Hope, supra.

he record inthi s proceeding shows that there 1s awide range of results produced by
the Company and the Attorney General. The recordalsodemonstrates questionable
management performance, with particular respect to the Company's conservation and load

management activities, requiring that the retum onequity shouldbe set at the low end of the
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range of reasonableness (seelection|, above). Massachusetts Electric Company,

D.P.U. 92-78, at 115 (1992).

Based on a review of the evidence presented inthis case, the arguments of the parties,
and the considerations set forth above, the Department finds that an allowed rate of retumon
commonequity ofll.lpercent iswithinareasonable range of rates that satisfies the

standards set forth by the Court 1nBluefield and Hope, and 1s appropriate 1nthis case.

Additionally, as directed by the Department inSectionl.A., above, the Company shall
immediately hand del 1ver a copy of this Order to each member of ComEnergy System's
Board of Trustees, so that the Board 1s made aware of the Department’'s concernregarding

management’'s poor performance.
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VIl. RATE SRICTRE

A. Introduction

fate structure i1s the level and pattem of prices that various classes of customers are
charged for use of utility service. A class' rate structure is a fuction of the cost of serving
that rate class and the rate designcalculated to cover that cost. The Department’'s goals for
utility rate structure are efficiency, sinplicity, cotinuity, faimess, ad eamings stability.

Massachusetts Electric Company, D.P.U. 92-78, at 116 (1992) ; Nantucket Electric

Company, D.P.U. 91-106/138, at 110-111 (1991); Wlestern Massachusetts Electric Company,

D.P.U. 90-300, at 13-15 (1991) ; Boston Edison Company, D.P.U. 1720, at 112-120 (1984).

There are two steps Indeveloping rate structure: cost allocationand rate design
Cost allocatiaon entails assigiing a portion of a utility corpay's total costs t each rate class.
fate designentai ls determining a setofprices for eachclass thatwi ll produce revenues equal
to the costs allocated to that class. 1d.

Inorder to permit the development of a rate structure that meets the Department’'s
objectives, the allocation process should determine an overall revenue requirement for each
class tat reflects the costs a conpary Incurs in serving that class. Cost allocation comprises
five tasks. he first task 1stofunctional ize costs. Inthis step, costs aredefinedasbeing
associated with the production, transmission or distribution functionof providing service, as
well aswith the various voltage levels withineach function. he second task 1sto classify
expenses 1n each functional category according to the forces underlying their causation.
hus, the expenses are classified as demand, energy, or customer-related. he third task is

to 1dentify anallocator that 1s most appropriate for costs Ineach classificationwithineach
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function. 1d.

he fourth task 1s to allocate all of the company's costs to eachrate class based upon
the cost groupings and allocators chosen, and to sum these allocations inorder to determine
the total cost of serving each rate class. he fifth and final task i1s to compare the cost of
serving eachrate class to the revenues produced by that rate class using the rate design in
effect during the testyear. If the difference between these amounts 1s small, the total
revenue increase or decrease may be allocated among all rate classes to equal 1ze rates of
retum and to ensure that each class pays for the costs i1t imposes. Ifanydifferences between
the allocated costs and test year revenues are significant, the revenue iIncrease or decrease
may, for reasons of continuity, be allocated to reduce differences i1nrates of retumwithout
equalizing them in a single step. 1d.

B. Cost Allocation

1. Production Capacity Costs

a. The Company's Proposal

Cambridge allocated production capacity related costs using the Modi fied Peaker -
Probabil ity of Dispatchmethod ('"Modi fiedPeakerPOD"). This method allocates the
capacity costs of each generating unit to each of 56 costing hours (a typi cal weekday and
weekend for each month of the year) inproportion to the probabi l 1ty of suchunitbeing run
during thatparticular hour (Exh. CEL-14, at 11). The modi f1edPOD methoddiverges from
the conventional POD method in that the capacity cost of each unit Is separated into two
components, the "pure capacity' value and the "excess'value. The pure capacity cost of a

unit iIsmeasured by the levelized carrying cost of the least capital intensive unit that may be
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used to meet load, generally a gas turbine. he remaining revenue requirement of the unit 1s
designated as the excess cost. Under this method, the part of the unitequivalent to the
peaker costs (pure capacity costs) is allocated exclusively to the peak period. he excess
costs are those related to energy (Capital i1zed energy) and are allocated using the convertional
POD method (i.e. to each hour a unit operates) (id. at 8-13).

Cambridge stated that the Modified Peaker POD method was approved by the

Department in the Company's last rate case, Cambridge Electric Light Company,

D.P.U. 89-109 (1989). The Company indi cated that itrefinedthe methodology approved in
D.P.U. 89-109, inresponse to Department concerns, by indexing the pure peaker costs of
each unit to the year that each generating unitwent into service, thus accounting for the cost
differences betweenunits ofdi fferentvintage and the peaker plant. According to Cambridge,
this indexing procedure led to the development of capacity-cost allocators that reflect the
capitalized energy associated with the existing unit at the time that 1t entered 1Into cammercial
operation(Exh. CEL-13, at 6). The Company stated that this refinement to the Modified

Peaker POD was approved by the Department in Commonwealth Electric Company,

D.P.U. 89-114/90-331/91-80 Phase One (1991) (‘D.P.U. 90-331") (id.).

The Company stated that the ModifiedPeakerPODmethodfiled inthiscaseis
superior to altemative allocation tecmiques because i1t () addresses the timing of loads and
cost causation throughout the twelve-monthperiod inadirectand logical mamer; () treats
loads 1naprobabi listic mamer to predictmore accurately the range of likely load levels ; and
(d avoids unnecessarydistortions bynormalizing the availabil ity of units over the year

(Exh. CEL-l4, at 13).



D.P.U. 92-250 Page 166

b. Positions of the Parties

i. Energy Consortium

The Energy Consortiumurges the Department to reject the Company's Modified
PeakerPOD allocationmethod and instead use the Break-EvenPOD method as approved 1n

llestern Massachusetts Electric Company, D.P.U. 91-290 (1992) because such method

recognizes hoth system plaming and usage considerations and thus more accurately reflects
cost causation than the method used by the Company (Energy ConsortiumBrief at 11-13).
The Energy Consortium sponsored the testimony of Mr. Drazen and Ms. Pearson who raised
several general criticisms of the Company's allocation method and concluded that the Break-
EvenPOD 1 s the mostappropriate allocationmethod (Exhs. EC-8, at 12; EC-9, at 28).

The Energy Consortium asserts that the basic problem with the Company's Modified
Peaker D method 1s that 1t allocates capacity costs equally to all kilowatthours of usage,
1ndependent of loadpattern(Exh. EC-9, at 18-19). Therefore, off-peak usage 1sallocated
‘virtually the same amount of capacity cost as on-peak usage' (1d. at 19). The Energy
Consortium contends that this allocation is 1llogical and inconsistent with both system
planning, and marginal costrate designwhichencourages off-peak usage (Energy
Consortium Brief at 11; Exh. EC-9, at 19).

The Energy Consortium developed a simplified POD model to 1llustrate how the
Company'sPODmodel 1s insensitive to the timing of usage. Using 1ts model, the Energy
Consortium determined the allocation of costs under a'base case" load pattem, and then

reran the model (‘'shift case'’) by shifting part of the peak period usage to the off-peak period
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in order to determine the effect on the allocation factors® (Exh. EC-8, at5). pecifically,
the Energy Consortium reran the model by shifting 2 percent of a class's load from the
peak period to the off-peak period, whi le assuming that the loads of the remaining three
classes remainunchanged. The results of this analysis showed that the 2percent shift ina
class's load from the peak period to the off-peak period led to avery small change inthe
POD allocation factors, from 20.09 percent to 19.99 percent (1d. App. B). This result
reaffimed the Energy Consortium's bel 1 ef that under the Company's model, off-peak usage
1s allocated the same amount of capacity cost as onpeak usage (1d. at 1l). The Energy
Consortium contends that the reason for this 1s that the Company's model allocates base load
capacity costs among all hours that the unit operates, rather thanallocating these costs to the
hours up to the 'break-even' point,” as is done under the Break-Even POD (Exh. EC-9,
at 20; Tr. 4, at 144).

he Energy Consortium asserts that by allocating capacity costs to all hours inwhich
aplant isdispatched, differences inloadpattembecome 1rrelevant and as aresult, cost
responsibility 1s overstated for classes with greater-thansystem average load factor. his in
tummakes the allocation process Inconsistent with rate design objectives because although

customers are encouraged to shiftusage to offpeak hours suchusage leads to the allocation

o The Energy Consortium claims that the mechanics of 1ts model are similar to the

Company's model, although the degree of complexity has beenreduced for ease of
understanding. The model contains only six typical hours (instead of 576), only four
generating units (instead ofli), only four rate classes (instead of 16), and the
probabi Ity distribution of the load 1nany hour 1s assumed to be discrete (instead of
continuous) (Exh. EC-8, App. B).

ol The Company calculated a break-even point equal to 3,207 hours (Exh. DPU-2).
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of additional costs to the off-peak period (Exh. EC-9, at 24-27; Tr. 14, at 34-36).

The Energy Consortium maintains that these problems can be avoided by allocating
the excess capacity cost on the basi s of usage up to the break-evenpoint. According to the
Energy Consortium, the break-even point is the point at which abase load plant becomes
more economi cal thana peaking plantbased on total capital and ruming costs, and that such
apoint represents "the number of running hours at whi ch the lower running cost (primarily
fuel cost) of the base load plait exactly offsets the higher capital cost relative to the peaker”
(Exh. EC-9, at X). The Energy Consortiumasserts that usage 1nhours beyond the break-
even point does not affect a utility’s decision to Incur capacity costs, that 1s, once the break-
even point has been reached, there i1s no further impact on capital costs. Therefore, usage
dur ing the hours beyond the break-evenpo int shouldnot affect the allocationof the
capitalized energy costs (id. at 21).

keferring to the Company's testimony during cross examinationwhere Cambridge
stated that the Break-Even POD would require the reallocation of more revenue than the
Company-fi led COS thereby raising continuity concems, the Energy Consortium argues that
continuity shouldbe considered after the appropriate allocation 1s selected (Energy
ConsortiumBrief at 9-0). Addressing the second contention raised by the Company, that
under the Break-Even POD a class withno onpeak usage 1s allocated no productioncapacity
responsibility, the Energy Consortium contends thatwhi le intheory this argument 1s correct,
there 1snobasis "inreal ity for assuming the existence of arate class that i1s entirely off
peak" (1d. at 10).

In 1ts reply brief, the Energy Consortium addresses several of the criticisms raised by
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the Company and the Attorney General. First, regarding the Company's argument that the
Break-EvenPOD affects all off-peak loads and therefore affects any classwithrelatively
more offpeak load, the Energy Consortium argues that any class with relatively more off-
peak load shouldpay a lesser share of the capital costbut the Company's method fails to
achieve this allocation(Energy ConsortiumReplyBrief at 5). Second, the Energy
Consortium contends that contrary to the Company's claims, the simpl ifiedPODmodel does
not support the Company's allocationmethod because the inter-class relationship of capacity
cost per KIH depicted by the simplified model shows that the average cost per KiH for
the highly peaked class 1snearly double that of the hypotheti cal counterpeaking class, while
Cambridge's COSS shows that the average cost per KiH Is the same for all classes.
Moreover, the Energy Consortium contends that the Company never responded to the Energy
Consortium's claim that under Cambridge's Modified Peaker POD the capacity allocator for
each class is virtually 1detical to the energy allocator for each class, which inplies that the
Company's method does not track costs appropriately (id. 5-6).

Third, the Energy Consortiumnotes that although the Company presents numerous
criticisms of the hypothetical POD model, Cambr 1dge does not address the mainargument,
that the hours beyond the break-evenpointare irrelevant to the choi ce of abase loadversus
a peaking plant (ad. at 6-7).

The Energy Consortium asserts that the Company and the Attorney General
mischaracterize the Department’'s Order in D.P.U. 91-290. The Energy Consortium
contends that although the Department stated inthat Order that itsdecisiondidnot

necessarily apply to other companies, the decision isnotnecessarily limited toIMECo (id.
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at’). Further, addressing the Company's argument that the Break-EvenPOD was justified
in the IMECo case because of IMECo's high proportion of capital intensive base load
units, the Energy Consortium contends that the record evidence i1nthe instant case shows that
Cambridge's base load units represent$2/millionof the Sl million, or 2percent, of the
generation revenue requirement (id. at 8).

il th respect to the Attorney General's assertion that the Energy Consortium's
proposal 'assumes away all of the embedded plant’' that the COS 1s designed to allocate, the
Energy Consortium argues that this 1s amisleading characterization of 1ts proposal because
the embedded cost aspect of the study 1s not changed, rather, the 1ssue 1s simply how to
allocate the capitalized energy portion of that embedded cost (i1d.).

Finally, tuming to the Attomey General's criticism that the Energy Consortiumdoes
not know how the Company der ived the cost estimates 1ndetermining the break-evenpoint,
the Energy Consortium argues that these estimates were provided by the Company in
response to R-DPU-3 and that no party objected to the calculation. Therefore, they should
be used 1n calculating the break-even point (1d. at 9).

i1. The Attorney General

The Attorney General urges the Department to reject the use of the Break-EvenPOD
and instead allocate the Company's production capacity costs based on the Modi fiedPeaker
POD as proposed by the Company (Attorney General Brief at 110-114). The Attorney
General contends that when the Department adopted a Break-Even POD method to allocate
production capacity costs 1nD.P.U. 91-290, the Department: (1) did not endorse this

method for other companies ; and (2) cons idered the high proportion of capital-intensive base
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loadunits InIMECO's system (1d. at 110). The Attorney General argues that the Break-
EvenPOD advancedby the Energy Consortiumdoesnotreflectactual planning usedby
Cambridge. He asserts that although the Department’s purpose i1nadopting aBreak-Even
POD for IMECo was to reflect systemplaming considerations as well as customer usage
factors, the Energy Consortium's proposal 1s flawed because 1t does not reflect the actual
planning that the Company has used historically indeciding when to add capacity and what
type of capacity to add to 1ts system. Instead, according to the Attomey General, the Energy
Consortium's proposal "assumes away all of the embedded plant that the cost of service
study ("COSS") 1s designed to allocate" (1d. at 111).

The Attomey General maintains that if the Department decides to adopt a Break-Even
methodology to allocate the Company's historical embedded plant, then the proper method 1s
'hot to base the calculation on future-orieted generic estimates of possible future additions
costs." yecifically, the Attomey General takes 1ssue withthe choice of thetwounits-a
new 87 M combustion turbine peakingplant and anew generic 20 Ml combined cycle
base load plant - used by the Company 1ndetermining the break-evenpoint. The Attorney
Gereral claims that inproviding the data for these units, the Company stated that the choice
of these units was not based on any Company analysi s of systemneeds (Attorney General
Brief at 112, citing Exh. AG-183).

The Attorney General further argues that i1 f the Department adopts the Break-Even
POD, cons i stency would require other ratemaking changes. He claims that utilitieswould
not be allowed to recover any new costs of new non-peak ing units which exceeded the

estimate of the capital cost of a combined cycle unit. In tems of rate design, the Attomey
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Gereral asserts that logicwould dictate that "tai | block chargeswould be setassuming that
peakers are on the margin for 3,20 hours" (Attorney General Reply Brief at51-52). The
Attormey General concludes that the fact that suchmajor changes wouldbe required for
intemal consistency 1T the Break-EvenPODwas adopted 1 s further evidence that the Energy
Consortium’'s proposal must not be adopted for the Company (1d.).

The Attorney General alsocriticizes the testimony of the Energy Consortium's
witness. The Attorney General claims that the witness' analysis 1snotbased on the
Company's actual historical costs, and that the withess admitted not only that he knew little
about how Cambridge plans i1ts system, but also thatIMECo was the only Massachusetts
company he had compared to Cambridge (Attorney General Brief at 112). Furthermore, the
Attomey General contends that the witness' proposed allocationmethod implicitly assumes
that, in Its generationplaming, Cambridge i1s driven totally by the need for peak capacity.
However, 1n adopting the Modi fied Peaker POD 1nprevious cases, the Department found
that capital i1zed energy i1s an important factor in systemplaming (1d.). The Attomey General
contends that although the witness conceded that the calculation of the break-evenpoint could
vary depending on the type of fuel, the withess didnot know the type of fuel the Company
would use to run the units 1n question.

Finally, according to the Attorney General, the witness assumed that the Company
wouldbe planning to install agas unit, but admi tted that he did not know whether or not the
Company "included any gas transportation costs, what plant costs were needed todeliver a
rel1able gas supply, and what envi ronmental compl 1ance costs wouldbe needed ifoilwas

burned’ (id. at 113).
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The Company asserts that 1ts proposedModi fiedPeaker POD reflects cost causation
principles, results 1nareasonable allocation of costs and 1s consistent with Department
precedent (Company Brief at 165-166).

The Company argues that the Energy Consortiumhas fai led to demonstrate that the
Break-Even POD 1s more appropriate for use in the COSS than the Company's approach.
Cambridge criticizes the Break-Even POD, claiming that the principal flaw of thismodel 1s
its failure to assign any costs to the offpeak periods despite the fact that some generating
plants must be used dur ing off-peak periods to serve customer loads (Company Brief at 163;
R-DPU-12). Cambridge asserts thatwhen the Energy Consortium's witness was confronted
with a hypotheti cal example showing that the Break-EvenPOD could result inover-allocation
of costs to certain customer classes, the witness "adni tted the existence of flaws inthe
break-even POD" (1d.).

fesponding to the Energy Consortium's claim that the existence of a class with
wholly off-peak load 1 s extremely rare, the Company contends that the Energy Consortium's
argument shouldbe rejected because 1tdoesnot address Cambridge’'s concemwith the
Break-Even POD, namely that the model affects all off-peak loads and consequently affects
any class with relatively more off-peak load (Company Brief at 168).

The Company asserts that 1thas evaluated alternative allocationapproaches and
determined that the continued appl 1 cation of the Modi fiedPeaker PODwas consistentwith
the prianciple of continuity andwithDepartment precedent. Cambridge maintains thatwhile

both methods (Break-EvenPOD andModi fiedPeakerPOD) reflect cost causation, the
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ModifiedPeakerPOD 1s lessdisruptive interms of changes inthe COS. Therefore, the
Company asserts that, contrary to the Energy Consortium's arguments, continuitywasmerely
a factor considered 1n the evaluation and compar i son of the two methodologies and not the
reason to reject the Break-Even POD (1d.).

Turming to the Energy Consortium's simplified POD model, the Company asserts that
this model also confirms the reasonableness of the Modi fied Peaker POD because 1t
demonstrates that there i1s a high degree of cost differentiation between peak hours and off-
peak hours® (id. at 169). kegarding the Energy Consortium's attempt to demonstrate via
the use of the hypotheti cal model that the Modi fiedPeaker POD isnot sensitive to load
shifting by customers to off-peak hours, the Company contends that the model fails to
support the Energy Consortium's assertion because the "shift case' contains 'gross flavs and
results 1na comparison of highly disparate scenarios' (id.). According to the Company, the
first flaw relates to the unsupported assumption that off-peak average costs are higher than
those of the intermediate loadperiods. Second, the Company claims that the Energy
Consortium did not alter the probabi 1 1ty parameters of the load shapes even after significant
shifting of load. hird, Cambridge maintains that the shift case represents a systemwi th
significat excess capacity whi le the base case maintained an optimal level of generation

plant (id. at 170).

6 The Company claims that the appl i cation of the Energy Consortium's model shows

that the average cost per KiH for the highly peaked class 1s nearly double that of the
hypotheti cal counterpeaking class, and that the average cost of capacity per KiH for
the peak hours 1s more than ten times the average cost of the off-peak hours
(Company Brief at 169).
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Finally, the Companydi sputes the Energy Consortium's assertionthat there i1sno
change in the allocators when the hypotheti cal POD model assumes a shift of 0 percent of a
class load from the peak period to the off-peak period. The Company asserts that the
relevant class receives nearly a tenpercent reduction in cost responsibility (id, citing
Exh. CEL-45%).

Cambridge also asserts that the Energy Consortiumdid not demonstrate any
comparabi I 1ty between the Company's andIMECoO's resource mixwhich inturnwould have
warranted a similar treatment of production costs as inD.P.U. 91-290. The Company
claims that i1n that case, the Department was concemed with specific characteristics of
IMECoO's system and concluded that the Break-Evenanalys i swouldnotnecessarilyachieve
the most appropriate balance between usage characteristics and design considerations for
other companies (Company Brief at 170-171).

In itsreplybrief, the Company addresses the arguments rai sed by the Energy
Consortium in 1tsreplybriefand inparticular the argument that Cambridge'sModified
Peaker PODdoes not assigncosts 1nanappropr iate manner. feferring to Schedules7A and
B of Exhibit CEL-15, the Company notes that these schedules show that 1tsModified
Peaker POD ass 1 gns approximately 8) percent of the total capacity costresponsibilityto
weekdays where peak loads are exper1enced, and only 2 percent of the capacity costs to the
off-peakweekend days (CompanyReplyBrief at 65-66). The Company furthernotes that in

terms ofdiurnal costallocation, a comparison of typical hours for agivenmonth

6 ExhibitCEL-4 isasimplifiedmodel of the Modi fiedPeaker POD. AppendixBof
Exhibit EC-9 contains the simplified model of a "conventional" POD.
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demonstrates that the off-peak hours are allocated lower costs relative to the peak hours
Cambridge claims that seasonal distinctions canalso be discemed from the same schedules
which show that capacity responsibil ity for the peak months 1s lower than that 1n the shoulder
months (1d. at 66).

feferring to Schedule 9 of Exhibit CEL-5 which shows the cost allocation by costing
period, Carbridge claims that this schedule also validates i1ts cost allocation model in that
this schedule 1Indicates that 'peak hours are ass igned a higher proportionof costs' (id.). To
further demonstrate the val 1di1 ty of the Modi 1 ed Peaker POD, the Company compared the
cost responsibility factors by costing period derived from 1ts model to the actual percentage
of KiHsales by costingperiod. Yecifically, Cambridge developed cost/use ratios for each
costing period (cost responsibility percemtage divided by load percentage)” which according
to the Company show that under 1ts Modified Peaker POD, more costs per KiH are
assignedto the peak period. Therefore, the Company reasons that "the customer who has
more load in the off-peak period will pay less" (Company Reply Brief at 67).

fesponding to the Energy Consortium's argument that the capacity allocators derived
from the modi fied Peaker POD are virtually identical to the Company's energy allocators,
the Company argues that the reason for this Is that some classes have a use by costing period
pattern that 1s similar to the total Company use by costing period (1d.). The Company

asserts that, inthe case of the Large General 38 K/ class the load by period of this class i1s

o The cost/use ratios developed by Cambridge for each costing periodwere:

Peak Hoursl.37
Low Load A 0.98
Low Load B 0.79

(Company Reply Brief at 67).
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nearly 1dentical to the Company's load by period, therefore, the reasonthat this class 1snot
assigned differing cost responsibilities 1sbecause this class 1s not more off-peak than the
Company (ud.).

Cambridge also asserts that the Energy Consortium's efforts to compare the
Company's base load generating capacity with that of IMECo's are erroneous because in its
determination of the 72 percent figure of base load capacity, the Energy Consortium
incorrectly includes units that are not base load generators. he Company contends that only
3 percent of the COM/Electric generation capability 1s base load (Company Reply Brief
at 68).

C. Analysis and Findings

The Department has found that a POD method of allocating demand-related
productioncosts i1spreferable to other methods, and has used a convent i onal POD method or

aModifiedPOD method to allocate such costs. See Cambridge Electric Light Company,

D.P.U. 89-109, at 31 (1989); Commonwealth Electric Company, D.P.U. 88-135/151, at 145

(1989) ; Boston Edison Company, D.P.U. 85-266-A/85-271-A (1986).

InD.P.U. 91-290, the Department adopted a Break-EvenPOD allocator stating that
such an allocator, was 'necessary to achieve a more reasonable balance between usage
characteristics anddesignconsiderations'. 1d. at2. Inthat case, the Department found that
inorder to 1dentify properly each class' responsibil ity forproductionplant costs, itis
appropriate to consider the factors that influence a utility's decision to invest 1nproduction
plant. Based on this reasoning, the Department concluded that "an appropr 1ate production

plant allocator should reflect systemplaming considerations as well as customer usage
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factors'. 1d. The Department reaffirms this finding in this Order.

A fudamental dgjective of cost allocation 1s to ensure that cost respasibility 1s basaed
oncostcausation. The Company's ModifiedPeakerPOD allocates productionplant costs
entirely onusage, that Is, the embedded costs of agivenunitare allocated to all hours that
the unitoperates. The Department finds that the allocation of productioncosts based on
usage 1s appropriate only to the extent that such usage actually causes capacity costs to be

incurred. he usage of aplant isnotnecessarilyrelatedtoautility’'sdecisionto incur the
capital costs of thatplant. This 1s 1llustrated by the "break-even' concept rel1ed onby the
Department 1nD.P.U. 91-290, and advanced by the Energy Consortium inthis case. Once a
utility decides to install additional capacity, itsobjective istoselectaresource(eg. a
peaking or abase load plant) that wi ll minimize the sum of the capital costs of meeting the
capacity need plus the variable costs of supplying energy (ruming costs) throughout the year.
By dividing the difference incapital costs by the difference 1nruming costs, the utility can
arrive at the number of hours of amual usage which supports adecisiontobui ldabase load
plant. This 1s the break-even'point, and represents the point at which a capital-intensive
base load plant becomes more economi cal than a peaking plant. Since the expected duration
of usage i1s sufficiett to justify installing the base load plat, i1t follows that usage, or energy
consumption beyond the break-even point, has no additional impact on capital costs.
herefore, one canreasonably conclude thatnot all usage 1srelevant to cost-causation, and
hence, production plant costs should not be allocated based solely on usage.
The Company inthe instant case agreedwiththis conclusion(lr. 4, at 97). The

Company's witness testified that:
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loads that exi st beyond the breakevenpointessentiallyrequireno additional

capital infusion. The capital cost of the base-loaded unit can be deemed to be

recovered from all the hours before the breakeven point. That 1s a way of
optimizing agenerationsystemto serve the load under a load curve 1nthe
least-cost manner

(1d.).

Indeed, 1n D.P.U. 91-290, by Emplementing the Break-Even POD method, the
Department altered its practice of relying exclusively on usage dharacteristics to allocate the
capacity-related production costs and instead limited the allocation of these costs to ‘the
hours responsible for causing them." Id. at 2.

The Company's criticismthat the Break-EvenPOD allocates no productionplant costs
to a class whichhas only offpeak usage 1svalid intheory, but has no practical implications
because Cambridge has no such rate classes in 1ts system. fiegarding the Company’s concem
that the Break-Even POD model affects all off-peak loads and consequently affects any class
with relatively more off-peak load, we agree with the Energy Consortium, that since the
model allocates costs to the hours responsible for causing such costs, any classwith
relatively more off-peak load should pay a lesser share of the capital costs.

The Attomey General’s criticism that the Break-EvenPOD does not reflect the actual
plaming that the Company used historically 1ndeciding when to add capacity and the type of
capacity to adl to 1ts system i1s not without merit lIdeally, 1n allocating the capacity costs of
eachgenerating plant, one should ascertain the year eachplantwas installed and determine
the break-evenpoint associated with that unit, and then allocate costs accordingly (Ir. 14,

at 153-154). The Break-Even POD method developed on this record does not Incorporate a

break-even point for each of the Company's generating units, rather, ituses a uniform
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break-evenanalysis to allocate the costs of all units. Nevertreless, suchallocationmethod 1s
superior to the Modified Peaker Methodwhichallocates costs to all hours of usage, adas a
result, based onourdiscussionabove, is Inconsistentwith the principle of cost causation.

lle disagree with Attorney General's argument that the adoption of the PODwould
require other ratemaking changes. The Issue here is the appropriate allocation of capacity
costs, ad the fact that a break-evenanalysis allows us to assign costresponsibi l ity based on
cost incurrence. No other ratemaking change 1snecessary. Furtnermore, the allocation of
production plant costs based on the Break-Even POD method 1s consistent with our marginal
costbased rate desi1gn for Cambr 1dge whi ch encourages off-peak usage by apply ing demand
charges only to peak hours.

Accordingly, for the reasons stated above, the Department finds that a POD method
reflecting the allocation of capital 1zed energy costs to the hours up to the break-evenpoint Is
appropriate because such anadjustment more accurately matches costresponsibility with cost
causation. The Department orders the Company to adopt the Break-Even POD method as
presented 1nfR-DP-12 for the purpose of allocating capacity-related productionplant costs.

2. Allocation of Transmission and Bulk Distribution Costs

a. The Company's Proposal

Cambridge allocated demanttrelated transmission and bulk distribution costs based on
allocators derived by the Proportional Responsibil ity (') method. This methodology
assigns acapacity cost factor to eachdistinct load level inthe Company's annual load
duration curve. The factor 1sdirectly proportional to the ratio of the load level to the amual

peak load and inversely proportional to the number of hours for which that load level 1s
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sustained. hese capacity cost factors were, intum, aggregated across all load levels for
each hour 1Inthe testyear. he hourly capacity cost factorswere allocated to each customer
class inproportion to the customer class responsibilities during each of the defined hours
(Exh. CEL-14, at 13-15).

The Company stated that transmissionplant and bulk distributionplant share with
production plant the characteristic of being commonor joint facilities usedby all customers,
and I 1 ke productionplant, they are sized to meet peak customer loadsduring arelatively
small number of hours. Further, these transmissionandbulk-distributionfacilitiesare
engineered and configured to operate economically at load levels sustained over long hours,
Therefore, the Conpary stated that 1t 1s appropriate to allocate the cost of these facilitiesto
costing periodswhichreflect the time-varying levels of aggregate Company loads (id. at ).

b. Positions of the Parties

i. Energy Consortium

The Energy Consortiumargues that the Company'sbulk-distributionplantbe
allocated based on non-coincident peak demand allocators as accepted by the Department in

Massachusetts Electric Company, D.P.U. 92-78 (1992) (Energy ConsortiumBrief at 13-14).

The Energy Consortium asserts that since the Company classifiedplant costs in
accounts 3162 as distributionrelated 1t"'shouldnotnowbe allowed to reclassify aportion
of itas transmission-related (Energy ConsortiumfeplyBriefat 10). According to the
Energy Consortium, all plant 1n accounts 360362 must be recognized as distribution related
and thus 1n accordance with Department precedent be allocated on anNCPbasis andnotona

PR basis (1d.).
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The Energy Consortium further asserts that the Company's claimthat the 13.8KV
system allows for the shifting of bulk power throughout the service territory isdirectly

contrary to the testimony of the Company 1n Cambridge Electric Light Company, EFCSNo.

83-4A, 15 DOMSC 187, where i1t stated that the Company's system is divided into two
"islands" (Energy Consortium Reply Brief at 10).

ii. Attorney General

The Attorney General agrees with the Company, that given the realities of
Cambridge's distribution system, 'the Rallocator 1 s the more appropr 1ate allocator for
[Cambridge’'s] transmission plant' (Attorney General Reply Brief at 52).

ii1. The Company

The Company claims that its proposed allocationmethodwas approved by the

Department 1n Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80 Phase One

(1991) ("D.P.U. 90-331"), Commonwealth Electric Company, D.P.U. 88-135/151 (1991),

and Cambridge Electric Light Company, D.P.l. 89-109 (1989) (Company Brief at 171).

Cambridge argues that the Energy Consortium's proposal 1gnores the realities of the
Company's distribution system. The Company asserts that although 1ts 38K/ system is
classifiedasdistribution plant for accounting purposes, giventhe dens ity ofpopulation, 1ts
bulk facilities (3.8KJ)are relieduponby all customers and serve the same purpose as
transmission facilities inother service areas (1d. atl?). herefore, Cambridge reasons that
ulike Massadhusetts Electric's bulk distribution facilities which sene large, rural areas over
ahighly spread service area, the Company's bulk distribution plant should be allocated on

the basis of a PR allocator (1d.).
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In 1ts reply brief, the Company asserts that the Energy Consortium's citation to the
Energy Facilities Siting Council decision i1s misplaced. feferring to the Energy
Consortium's claim that the Company's service territory 1s segregated into two areas,
Cambridge contends that the Energy Consortiumhas presentedno evidence thatthis
circumstance continues subsequent to the construction of a 115 KV 1 1ne from the northem
portionof Cambridge to anew substation insouth Cambridge (CompanyfeplyBrief at 69).

C. Analysis and Findings

The Company's allocation of 1ts bulk distribution substation costs based onthe R

method was approved by the Department 1n Cambridge Electric Light Company,

D.P.U. 87-221-A at 32 (1988); and Cambridge Electric Light Company, D.P.U. 84-165-A

at 3 (198). he reason for the use of aRallocator Inthese caseswas that these facilities
were designed to meetpeak loads during arelatively small number ofhours aswell as
demand sustained over long durations. See D.P.U. 87-221-A at 25. This same reason,
offeredby the Company 1nthe instant case, isnotrefutedby the Energy Consortium
(Exh. EC-14, at 13; R-EC-4).

Furthermore, the Energy Consortium's claimfor anallocationsimilar toMECO's is
not supported by the record which 1ndi cates that the Company's 13.8 Kl substations are
sharedby all of 1ts customers, andnot just a specified group for purposes of receiving
power, and that Cambridge's integrated transmission system includes these facilities (r.9,
at 10, 11, 15). Inthisway, the Company'shulkdistributionfacilities serve the same
pumpose as transmission facilities do 1n the service areas of other utilities. Moreover, since

the costs associatedwiththese facilities are incurred to serve all customers andnot just
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specific local areas, 1t follows that such costs warrant anallocation treatment similar to
transmission plant.

The Energy Consortiumhas providedno evidence inthis case to convince the
Department to alter the allocation methodology for the Company's 1nvestment inbulk
distributionsubstationplant. Accordingly, theDepartment finds that the Company's
allocationofdemand-related transmissionandbulkdistributioncosts 1sreasonable.

3. Allocation of Other Distribution Plant Accounts

The Company stated that di striabution costs other thanbulk substations are not
incurred for the common benefit of all customers, but are dedi cated to specific groups of
customers and are not related to Company-wide load levels (Exh. CEL-14, at 15).
Accordingly, the Company allocated these costs by means of the non-coincident peak
method, that 1s, based on each customer class’ maximum load, without regard to the
contribution to coincident Company loads (1d.).

None of the parties commented on the Company's methodology. The Department
finds that the Company's allocation of these distribution costs 1s reasonable and consistent
with Department precedent.

4. Allocation of Customer Costs

he Company allocated customer-related distribution services costs to each customer
class proportionately, based on the actual number of service comections Ineachclass
we 1 ghted by the cost of the distributionservices (Exh. CEL-l4, at 15). Metering costs were
directlyassigned to customer classes based on the number of meters 1neach classweighted

by the cost of the meter. Meter reading expenses were assigned to customer classes based on
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the number of meters 1neach class weightedby the time spent travell ing and reading meters
for each customer class. Customer accounts expenses were directly assigned to customer
classes bhased on the number of customers in each class we ighted by the relative cost of
balling customers i1n each class. Customer service and information expenses were directly
assigned to customer classes based on an analysi s of the labor resources expended 1nthese
areas (id. at 15-16).

None of the parties commented on the Company's methodology. The Department
finds that the Company’s allocation of customer- related costs 1s reasonable and consistent
with Department precedent.

5. Administrative and General Expenses

a. The Company's Proposal

The Company proposed a refinement to the current Department precedent of
allocating the mgjority of Adnministrative and General ('AlG’) expenses onthebasisofa
revenue requirements allocator. Cambridge proposed that AG expenses be allocated on the
basis of arevenue requirements allocator net of cost of power expenses. The Company

stated that this treatment 1s simi lar to the Department's findings 1nMassachusetts Electric

Company, D.P.U. 92-78, at 159 (1992) (Exh. CEL-13, at 7-9).

According to Cambridge, itspoweracquisitionsituationissimilartoanall
requirements'utility such as Massachusetts Electric Company (MECQ") inthat the
Company purchases 94.9 percent of 1ts electric power requirements, and that 1ts AlG
expense for the procurement and administration of power, including integratedplanning

expenses 1s only two percent of its total AiG expenses. Further, as inthe case of MECo,
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the Company 1s bi lled for AiG expenses assoc i ated wi th the procurement of power as part
of the purchased power rates of its suppliers (id. at 7-8; Exh. AG-136).

b. Positions of the Parties

i. Attorney General

The Attorney General opposes the Company’s proposal and urges the Department to
direct the Company to allocate AiG expenses based on a total revenue requirements
allocator (Attorney General Brief at 114-115).

The Attomey General takes 1ssue with the Company's claim that only two percent of
1ts ASG expenses relate to power procurement and administration costs, arguing that
Cambridge's method of calculating the two percent figure 1snot reliable. In particular, the
Attomey General asserts that inarriving atthis figure, the Company did notaccount for any
of the expenses iIncluded 1n Accounts 924-926, 928, 930, and 932. According to the
Attomey General, these accounts constitute the major ity of the Company's AiG expenses,
and include costs such as property and 11abi l 1ty insurance, pensions, regulatory commission
fees and miscellaneous general expenses. Further, the Attomey General contends that the
Company did not treat any of its officer salaries as power-related, 'even though the officers
plainlymustsupervise the operations of Companyunits'(id. at 114). Therefore, the
Attomey General concludes that the two percent figure is too low an estimate of the portion
of AlG expenses that 1s power-related (1d. at 115).

Citing Cambridge Electric Light Company, D.P.U. 84-165-A at 99-107 (1985), the

Attomey General argues that Cambridge 1snotan'all-requirements’ customer, and that in

D.P.U. 84-165-A, the Department rejected a request that Cambridge be treated I 1 ke an all-
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requirements customer. The Attorney General maintains that the Company does ownsome
of 1ts power sources, and AG expenses are incurred relating to those sources (id.).
Finally, the Attomey General asserts that the Company's proposal misses thebasic
po intunderlying the Department's adoption of the revenue requ i rement allocator for AiG
expenses, which 1s that, with the exception of employee benefits 1n Account 926, AiG
expenses are inthe nature of general overheads, which cannotbe tied inany meaningful
sense to anarrow allocator such as plant, energy, labor, or customers. Accordingly, the
Attormey General contends that cons i stent wi thDepartment precedent, the Company should
allocate AiG expenses based on total revenue requirement (1d.).
Inhisreplybrief, the Attorney General asserts that the Company has completely
mischaracterizedhis argumentregarding the amount of A{G expenses that couldbe
considered power-related, thereby missing the thrust of the Department’'s precedent on A{G
costs. According to the Attomey General, the 1ssue 1s not that more AG expenses should
be allocated as power-related, but that the Company's determination of the amount of power-

related A{G expenses was misguided (Attorney General Reply Brief at 53).

he Company argues that 1thas demonstrated in 1ts filing that 1ts proposed treatment
of the AlG expenses 1s appropriate because: () 1t is similar to anall-requirements customer
since purchased power i1s 94.9 percent of 1ts total cost of power ; and () 1ts AG expense for
the procurement and administrationof power 1s only two percent of 1ts total AiG expenses,
yet, 1tspurchasedpower expenses are %H.3percent of total revenue requ i rement (Company

Brief at 173-174).
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Regarding the Attorney General's argument that the Company excluded certain
gereral expenses such as insurance and officers' salaries from the determination of the two
percent threshold, the Company argues that the Attormey General neglects to mentionthat
these expenses would be allocated to many functions. For exanple, the officers supervise all
employees, including the relatively few employees administering the Company's purchased
power, therefore, the Company maintains that even 1 f the Attomey General’s criticismswere
taken 1nto account, they would make an insignificantdifference to the allocationof AiG
expenses related to the purchased power function (Company Brief at 174).

The Company also criticizes the Attomey General for abandoning his previously held
positionwithrespect to the allocation of certain AG expenses suchas salaries and property
insurance. Cambridge notes that although 1n recent rate cases the Attomey General has
advocated a 'broad'allocator for these expenses, inthe instant case, he argues for the more
‘narrow' allocation to the production function. The Company requests that the Department
reject this 1nconsistent approach to cost allocation (id. at 174).

Addressing the Attomey General's assertion that the Company failed to understandhis
arguments inhis initial brief, the Company contends that Cambridge comprehended the
Attomey General’s position and then on brief, demonstrated the fallacies of the Attormey
General's argument (Company Reply Brief at 69).

iii. Energy Consortium

The Energy Consortium supports the Company’s proposed allocation of A{G
expenses because, 1tclaims, suchallocation 1s inaccordancewi thprecedentestablished 1n

D.P.U. 92-78 (Energy Consortium Reply Brief at 11).
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C. Analysis and Findings

The Department has a well-establ 1 shed precedent regarding the use of arevenue

requirements allocator for general overnead AlG expenses. llestem Massachusetts Electric

Company, D.P.U. 91-290, at 40 (1992) ; lestern Massachusetts Electric Company,

D.P.U. 90-300, at 38-39 (1991) ; Commonwealth Gas Company, D.P.U. 91-60, at 29 (1991).

However, 1nD.P.U. 92-78, at 158-159, the Department ind1 cated that there isno cost
causationfor the AG expenses for MECo resulting from i1 ts purchased power expense bill
from New England Power Company (‘"NEPC0O"). The Department also stated that the AiG
expenses 1ncurred by NEPCo 1n comectionwith 1ts generating system and fuel procurement
are costs that are exclusively incurred by NEPCo. Accordingly, the Department found that
MECO's AG expenses should be allocated based on a revenue requirements allocator net of
purchased power expenses. 1d.

he record Inthis case indicates that the Company’s power acquisitionsituation 1s
more like MECo's than like a utility’s which generates most or all of 1ts power requirements
Although the Company generates some of 1ts power requ irements, and does not purchase all
of 1ts power from the same source, Its purchased power costs amount to 94.9 percent of the
total cost of power (Exh. DPU-20). Furthermore, as 1s the case withMECo, Cambridge 1s
billed for AiG expenses assoc iated wi th the procurement of power through the purchased
power rates of the Company's suppliers (Exh. CEL-13, at 8).

fegarding the Attomey General's argument that the Company's two percent estimate
(ALG expenses associatedwiththe procurement of power as apercent of total ASG

expenses) 1s too low because the Company excluded certain AiG expenses, we agree with
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the Company that since all of these expenses are spread across many functions and not just
the purchased power function, their inclusionwould have aminimal impact inthe
determination of an estimate. he relative contribution of purchased power expenses to total
revenues 1sh.3percent(id.). Therefore, even 1 the Company's two percent figure were to
double, 1t would still be disproportionate to purchase power expenses.

Accordingly, the Department finds that the Company's proposed allocation of A{G
expenses 1s reasonable and 1s hereby accepted. This finding 1s only for the purpose of
establishing an appropriate allocator for AiG expenses. Our rulings inMECo and inthis
case on the appropr 1ate allocation of AiG expenses are not based on whether the companies
are all-requirements customers.®

6. Allocation of Intangible Plant

a. The Company's Proposal

Cambridge allocated the costs 1nAccount 33 -- Intangible Plant --based on the
number of customers. According to the Company, the amount of investment inthis account
relates entirely to the Company's portion of a customer information system placed inservice
in August 1990 (Exh. CEL-l4, at 4; Exh. DPI-19).

b. Positions of the Parties

i. The Attorney General

he Attomey General asserts that the Company's allocation of intangible plant should

& In Cambridge Electric Light Company, D.P.U. 84-165-A at 105 (1985), the
Department found that the Company "t snotanall-requirements customer ofa
wholesale supplier'.
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be rejected as 1nappropriate and inconsistent wi th both Department precedent and ‘prior
"ComEnergy" treatment for Account 303--Intang ible Plant--computer software costs'
(Attorney General Brief at 116).

The Attorney General contends that intangible plant contains costsrelated to
overhead, and therefore 1t shouldbe allocated on the basis of a revenue requirements
allocator rather than the number of customers. The Attorney General requests that the
Department find inthi s case that all computer software costs are inthe nature of overhneads
and, therefore, rather than allocating each software package differently, companies should
allocate all of thembased onrevenue requirement (1d.). Inthe alternative, the Attomey
General requests that such costs be allocated on a gross plant allocator consistent with

Commonwealth Gas Company, D.P.U. 91-60 (1991) (ud.).

i1. The Company

he Company asserts that the only property included inthis plantaccount is related to
software employed 1na customer informationsystemwhich 1susedto store, reconcile, and
report customer billing records. herefore, i1t 1s appropriate to allocate these costs based on
a customer allocator (Company Brief at 1h). The Company further asserts that 1ts allocation
of intangibleplant 1s consistentwi ththe treatment of expenses 1n Account 98- Customer
fecords and Collection -whichare alsoallocated ona customerbasis. his ishecause i1f
the customer service software was expensed rather than capital ized, 1twould have been
included 1n Account 903 and allocated on a customer basis (1d.).

iii. Energy Consortium

The Energy Consortium supports the Company's proposed allocation of intangible
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plant because 1t claims that such allocation Is 1naccordance with precedence established 1n
D.P.U. 92-78 (Energy Consortium Reply Brief at 11).

C. Analysis and Findings

As indicated inSectionVll.A. above, the second step in the cost allocation process
involves the task of classifying the functional 1zed costs as demand- energy- or customer-
related based upon the forces underlying the costs' Incurrence. he Issue here 1swhether the
costs iIncluded 1n Account 3B are general overhead as the Attorney General contends, or
whether they can be properly classified into one of the above categories.

he record evidence 1Indicates that the total amount included 1n Account B relates to
the Company’s 1nvestment ina customer information systemwhich serves as a masterfile for
customer records (Exh. DPU-19). The Company incurred the costs associated wi th the
customer 1nfformationsystem for the sole purpose of collecting and trackiing customer-specific
information suchasbi lling and usage history, meter characteristics, accouts receivable, ad
payment history. This software system is used for no other function (i1d.). Furthermore, we
agree with the Company that, had this software systemnot been capitalized, all of the
expenses would have been included 1n Account 903 and allocated on a customer basis.
Therefore, we must conclude that the Company's costs included in Account 303 are
customer-related. Accordingly, the Department finds that the Company's allocationof

intangible plant is reasonable.®

66 The Department’s finding inthis case pertains to Cambridge's investment related to
the customer information software system included 1n Account 33. lle make no
specific finding as to the nature of all computer software costs. he classificationand
subsequent allocation of these costs should be establ 1shed on a case-by-case basis
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1. Class Revenue Requirements

llmth the allocation process completed, the difference i1nrates of return (*Cr) for
each class mustbe determined by comparing the total class revenue requirement computed in
this case with the total revenues fromeach class i1nthe testyear. The Company proposes to
egualize rates of retum for all classes iInthis proceeding wi th the exception of the Outdoor
Lighting class and the Small General Service class (Exhs. CEL-19, at4-5; DPU-22). The
results of the Company's COSS indi cated a #4 percent revenue deficiency for the Outdoor
Lighting class, therefore, for continuity concems, Cambridge proposed to cap the Increase
for this class to % percent and to allocate the remaining revenue deficiency to all other rate
classes based on rate base (Exh. CEL-19, at)).

Ili th respect to the Small General Service class® the Company's COS indicated a
revenue deficiency of 48 percent for the G0 subclass. Accordingly, for continuity reasons,
the Company proposed to limit the increase for this subclass (G{) to one and one half times
the average i1ncrease to the combined Small General Service class or about 5 percent. The
Company allocated the remaining revenue deficiency to the G-1 subclass only
(Exh. DPU-22). None of the parties commented on the Company's proposed methodology.

The Department's policy 1s to allocate system costs on the basis of equal 1zed iOR

See Cambridge Electric Light Company, D.P.U. 89-109, at 40 (1989) ; Nantucket Electric

based on the relevant record evidence in each case.

o This class 1s made up of two subclasses: (a) Small General G-0, wi th a demand of
less than or equal to 10KI; and (b) Small General G-1, with a demand of greater
than 10 KV.
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Company, D.P.U. 88-161/168, at 186 (1989); llestern Massachusetts Electric Company,

D.P.U. 86-280-A at 151 (1987). Wle have reviewed the changes in total revenue
requirements by rate class and the amual b Il impacts by consumption level withinrate
classes. Basedonthisreview, and in light of the Department’'s adjustments to the
Company's requested revenue requirement, we find thatequal 1zing iR inthis case would
not violate our continuity standard for any rate class. he calculation of the resulting class
revenue requirements 1s shown on Schedule 0.

C. Rate Design

1. Rate Design Goals

Inorder to promote the Department's goals for rate structure, rate designmust satisfy
two objectives. First, 1tshould produce a set of rates for each rate class, which generate
revenues cover ing the cost of serving that class. Second, rate designshould be based ona
marginal cost analysis. Economic theory Indicates that marginal costbased prices tend to
lead to an efficient allocation of scarce societal resources.

There are four tasks 1nvolved 1nsetting rates based onmarginal costs. First, a
marginal cost study that accuratelydetermines a company's marginal costs mustbhe
performed. Second, marginal costs mustbe converted into rates for eachrate class. Third,
the rates set at marginal cost should be reconci led with the class revenue requiirement by
adjusting the most inelastic portion of the rate. Fourth, the resulting rate structure mustbe
comparedwithexisting rates. 1T marginal costbased rates are found to represent a change
that violates the goal of rate cottinuity for customers within each rate class, then the existing

rates must be adjusted to move the rates i1na manner that does not violate the goal of
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continuity. The Departmentwi Il evaluate the Company's proposed rate design inlight of
these four tasks.

2. Marginal Cost Study

he Company developed estimates of 1ts marginal capacity costs and marginal energy
costs, 1norder to form the basis for amarginal cost-based rate design (Exh. CEL-19, at)).

a. Selection of Time Periods

he firststep incalculatingmarginal costs 1s the selectionof the appropriate seasonal
anddai ly time periods, or costing periods. The second step Is to consol idate hourswith
similar load and cost characteristics into the dai ly and seasonal rating periods that are
appropriate for settingrates. It ispossible to use hourly costing and rating periods that
produce a distinctprice for eachhour inthe year. However, 1t 1s more practical to group
hours with similar cost characteristics so that rates can be designed to meet goals of
simplicity and efficiency.

The Company provided two seasonal rating analyses (Exh. CEL-2). First,
Cambridge compared the ratio of amual summer peaks to annual winter peaks over the past
tenyears and over five forecasted years. This comparison indi cated that, although the
Company expects amual peaks to occur inthe winter season for the forecasted periods, there
i1sno significantdifference between the l1kel 1thood of annual peak occurrence during the
winter or the summer season using the entire fifteen-year period (i1d. at B-2).

The Company employed an F-stati stic method, whereby the ratio of the between-
periodvariance of means and the within-period variance of means 1s maximized (1d.). hen

maximized, the ratio indicates the monthly grouping thatyields the largestdifference in
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means between periods, while maintaining the smallest variance between months within the
grouping (1d.). The Company contends that this analysis also indicates that there 1sno
statistically significantdifference between summer and winter load levels, and therefore
seasonal price differentials are not warranted (1d.).

Cambridge's rating period analysis was conducted on the basis of a two-variable
Fstatisticwhere the variables included marginal energy costs and hourly load levels (1d.).
The Company undertook an additional analysis to determine the probabi l 1ty of di spatch for a
peaking unit (id. at B283). he results of the probabi l 1ty of dispatch analysis indicate that
the present summer peak hours, 9 a.m. to 8 p.m., are two hours longer than Cambridge’'s
present summer peak rating period (1d. at B-3). The Company indicates that the summer
period used 1Inthis analysis experienced relatively warmer weather than compared to normal.
Consequerntly, loads and probabi lities reflect a flatter pattem than normal (1d). According to
the Company, the recogni tionof the shorter peak periodswi ll better afford customers the
opportunity to shift usage to the lower cost shoulder hours, whi le providing sharper price
signals for the high costpeak periods (id. atB-). Because of this deviationfromthenormal

pattem, Cambridge proposes to retain the existing summer peak definitionof9a.m. to6p.m

(id.).

The Company’s probabi 11ty of dispatch analysis indicates that the winter peak hours
are 5p.m. to 6 p.m. However, the Company contends that this period is also too short to be
practical for ratemaking purposes, and therefore, proposes to retain the present winter peak
perioddefinitionofip.m. to 9 p.m. The Company also proposes the same shoulder periods

as those presently 1n effect: from7 a.m. to 4 p.m., and from 9 p.m. to 10 p.m. for the
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winter season; and from 7 a.m. to 9 a.m., and from 6 p.m. to 10 p.m. for the summer
season (id. atB-3). The Intervenors didnot address the Company's rating period analysis.

Although the dai ly period analysis using the Company's probabi l 1ty of di spatch
method indi cates that the summer peak hours should be 9 a.m. to 8 p.m., the Department
agrees with the Company that shorter peak periods allow the customer more easily to shift
usage to the lower cost periods. Additionally, although the results of the Company's analysis
indi cate that the winter peak hours shouldbe 5p.m. to 6 p.m., the Department also agrees
with the Company that this period 1s too short to be practical for ratemaking purposes.
Accordingly, the Department accepts the Company's proposal to retain the existingwinter
peakdefinitionof4p.m. to9p.m. inthis case. Finally, the Department also accepts the
Company's proposal for 1ts shoulder periods i1n this case.

b. Capacity-Related Marginal Production Costs

i. The Company's Proposal

The Company used the modi fied peaker method to calculate 1ts marginal production
capacity costs (Exh. CEL-2L, at 3). The Company's proposed resource portfoli1o and
resource plan indicate that itwill have a capacity deficiency inthe summer of 2004
(Exh. CEL-28, at 5).%® The Company derived its marginal productioncapacity costhy
escalating 1992 plant investment costs to the in-service year of 24, using escalators

obtained fromapublicationbyRI/McGraw-Hill, entitled CostandPricefeview,ltility

Focus, Second Quarter 1992 ('DR1"). The cost of an 87 Ml peaker was then escalated to

68 Since Cambridge 1spartofthe integrated ComEnergy System, Cambridge performed

its calculations based on system-wide planning considerations.
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the iIn-service date of June 2004. This escalated cost, including the cost of land and
facilities, was then discounted to the date of the Order in the Instant proceeding-mud-1993,
The amountwas further adjustedby a general plant loading factor, aneconomic carrying
charge rate, administrative and general loading factors for plant and 1abor, a reserve margin
factor, andworking capital, resulting inapresent-value annual level i zed cost of $0.76 per
KI per year (ud.; Exh. DPU-7, Sch. 10, at 1).

iil. Positions of the Parties

(A) The Energy Consortium

he Energy Consortium contends that marginal production costs should be calculated
based on a year of need of 2000, not 2004 as proposed by the Company (Exh. EC-9, at 3;
Energy Consortium Brief at 16).

he Energy Consortium asserts that the Company's incremental conservation and load
management ("C4LM") programs have not been pre-approved by the Department and canbe
halted e ther by direction of the Department or by the Company ; thus they are avoidable
(Energy Consortium Brief at 17). Therefore, the Energy Consortium recommends
calculating the year of need based on the system load excluding the effect of the incremental
CiLlMprograms (1d.). Thisrevisionmoves the year ofneed from 2004 to 2000 and results
inamarginal production cost of §73.83 per Kl (Exh. EC-9, at 34; Energy Consortium
Brief at 17).

Moreover, the Energy Consortiumstates that the Department’sOrderdismissing

Cambridge’'s C4M pre-approval request, Cambridge Electric Light Company and

Commonwealth Electric Company, D.P.U. 92-218 (1993), supports 1ts assertionthatall
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incremental C4M costs, and the resulting load reduction, are avoidable (Energy
Consortium Reply Brief at 11).

(B) The Company

The Company states that 1thas correctly appl 1ed the modi fied peaker approach in
determining marginal productioncapacity costs (CompanyBriefat 128). Further, Cambridge
asserts that the resource plan used i1n 1ts calculation of the first year of capacity deficiecy Is
consistent with what was filed in the Companies pending IIM proceeding, Cambridge

Electric Light Company/Commonwealth Electric Company, D.P.U. 91-234. The Company

claims that i1ts calculation of the year of need 1s actually conservative, because the
calculation: (l) includes the loadassoci1atedwith large customers thatare considering
terminating service; () includes the planmned reti rement of Blackstone 1s 199, eventhough
the Company does not have a formal retirement date ; (3) does not recognize the ability to
call upon NEPOOL resources given the substantial excess capacity available inthe region;
@ appl 1es conservative planning assumptions to ‘plamed’ generation units; and ) assumes
that no incremental CiM will be achieved after 1995 (id. at 179).

In response to the Energy Consortium's reference to the Department's dismissal of the
Company's CéM preapproval filing, Cambridge argues that the Department ordered the
Company to 1ssue a demand-s ide management ('DSM") request for proposal (fFP") in less
than three months (Company Reply Brief at 71, citing D.P.U. 92-218, at 14). Cambridge
maintains that the Energy Consortium's proposal would violate Department precedent, which
requires thatutilities reflect the mostprobable level of D\ resources intheir resource plans

when calculating marginal production cost (1d., citing Commonwealth Electric Company,




D.P.U. 92-250 Page 200

D.P.U. 88-135/151, at 170 (1989)). The Company submits that the DSM RFP process

should, over time, achieve at least the same conservative level of savings reflected inthe
Company's load and capacity schedules. Therefore, the Company asserts that the
Department should accept 2004 as the 1n-service date for the hypothetical peaker unit
(Company Reply Brief at 71).

iii. Analysis and Findings

The Department has previously found the modified peaker method to be an
appropr iate manner inwhichto calculate marginal production costs. D.P.U. 88-135/151,

at 155 ; llestern Massachusetts Electric Company, D.P.U. 87-260, at 153 (1988) ; Cambridge

Electric Light Company, D.P.U. 87-221-A at 57 (1988). Cambridge has calculated i1ts

marginal production costs consistent withDepartment precedent. Accordingly, inthe instant
case, the Department approves the Company's use of the modified peaker method to
calculate i1ts marginal production costs.

llith regard to the Energy Consortium's recommendation that the Company calculate
1ts marginal production capacity costs based onayear of need that excludes the effect of
incremental CiLM, the Department has previously ordered the removal from a peak load
forecast of the effects of proposed CiM programs that have not been approved by the
Department or were not inplace as of the close of the record 1n the proceeding. llestem

Massachusetts Electric Company, D.P.U89-25%, at 112 (1990) ; lestern Massachusetts

Electric Company, D.P.U. 88-250, at 143 (1989). The Department agrees with the Energy

Consortium that, because the incremental CiM programs have not been pre-approved by

the Department, they cannot be characterized as committed programs. Accordingly, the
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Department finds that the contributions from these programs shouldbe el iminated from the
firstyear of capacity deficiency analysis. Only the contributions from existing programs
shouldbe 1ncluded inthe resource plan. The effect of el iminating the incremental C4M
contribution is acapacitydeficiency firstoccurring inthe summer of 20.*° Moving the
year of need from 2004 to 2000 results in a marginal production cost of §73.83 per KI."

C. Capacity-felated Marginal Transmission Costs

The Company used the modi fied peaker approach to estimate 1ts marginal
transmission cost (Exh. CEL-2, at3). Cambridge developed 1ts marginal transmission costs
by estimating the cost of its next transmissionsubstation investment, 05miallion” in
1992dollars (forallb ki lovolt ('K") substationconsisting of three transformers inthe
City of Cambridge) and translating this cost to 1993dollars, by escalating the 1992
transmission investment costs to aprojected 1999 in-service year, and thendiscounting the
escalated costs back to 1993 us 1ng the Company's marginal cost of capital (Exh. CEL-2,
at 3).

Next, Cambr 1dge determined the forecasted marginal transmissionbased onthe load

69 The Department's finding regarding the firstyear of capacity deficiency is for the
purpose of calculating marginal production costs, only. The Department’'s finding
regarding the contributionfrom CéMprograms and the year of need for resource
planning purposes wi ll be determined, based on the record inthe IIMMproceeding,
Cambridge Electric Light Company/Commonwealth Electric Company,

D.P.U. 91-234.

" Findings in the rate-by-rate analysis sectionwill reflect this change.

1 he Company originally calculated 1ts marginal transmission costs based on the cost
of a substation 1In199 dollars, but later corrected the amount to reflect the cost iIn
1992 dollars (Exh. DPU-7, Sch. 2; R-EC-2 Supp., Sch. 2).
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carrying capability of the facilities installed (1d. at4). The load carrying capability was
determinedby dividing the installed capacity of the substationby anestimated capacity
redundancy adjustment factor, which reflects the loss of the single highest capacity
transformer as apercentofprojected1999 peak load. Using thi s method, the Company
adjusted marginal transmission costby a general plant loading factor, an economic carrying
charge rate, administrative and general loading factors for plant and labor, and cash working
capital. The Company calculated a marginal transmission cost per Ki-year of $33.19
(R-EC-2 Supp., Sch. 10, at 1).”

The Company calculated 1ts marginal transmissioncosts inaccordance with the

method approved by the Department in the Company's last rate case, Cambridge Electric

Light Company, D.P.l. 89-109, at 68-70 (1989). The Intervenors did not contest the

Company's proposed calculation (Energy ConsortiumBrief at19). Based on the record in
the Instant case, the Department finds the marginal transmissioncostproposedby the
Company to be acceptable.

d. Capacity-felated Marginal Distribution Costs

i. The Company's Proposal

The Company calculated 1ts marginal distribution capacity costs by determining the
fiveyear trended average of net annual additions (additions less retirements) of capacity-

related di stribution for the period from 1987 to 1991. hese costs were adjusted to mid-1993

b In its original calculation, the Conmpany calculated marginal transmission costs based
On a substation containing two transformers. his reduced the adjusted load carrying
capabilityandresulted inhigher marginal transmissioncosts of #3.76 per Kil
(Exh. DPU-7, Sch. 10, at 1).
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dollars using the Handy-lhitman indices and Rl forecasts (1d.). The Company stated that,
unlike the calculations Inprevious cases, each year's retiremnaits were also adjusted to mid-
1993 dollars, account by account, based on average age at retirement, taken from the current
depreciationstudy (1d.). Costs were further adjusted by a general plant loading factor, an
economic carrying charge rate, administrative andgeneral loading factors for plant and labor,
and work ing capital (Exh. DPU-7, Sch. 10, at 1). Marginal distribution costs were also
broken 1nto high tension, primary and secondary voltage levels based on incremental peak
(id.). According to the Company, the resulting marginal distributioncost is .3 per Ki-
year at the high tension level ; $4.06 per Kl-year at the primary level ; and $33.95 per Kl
year at the secondary level (id.).

ii. Positions of the Parties

(A) The Energy Consortium

The Energy Consortiumnotes that the Company used the methodology approved in
D.P.U.89-109 incalculating 1tsproposedmarginal distributioncosts (Energy Consortium
Brief at 19). The Energy Consortium argues, however, that this methodology should be
rejected because: ()) there 1s a large lump of distribution cost installed 1n1989; () historic
data are not a good measure of future distribution cost or the load carrying capability of the
installed distribution facilities; and (9 the Company has not demonstrated any statistically
significait correlation between the net distribution plant additions over the period studied and
the iIncrease in loads over the same period (id. at 2). The Energy Consortium recommends,
therefore, that the Department order the Company, infuture cases, toderive more accurate

and stable methods i1n calculating marginal distribution costs similar to those used for
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marginal productionandmarginal transmissioncostwhere the costof incremental facilities
are compared with the full load carrying capabi l 1ty of such equipment (1d. at 2-21). Inthe
instant proceeding, the Energy Consortiumurges the Department to order the Company to
use the marginal distribution cost as calculated 1nD.P.U. 89109, adjusted for inflation from
1990 to 1993 (id. at 21).”

Inresponse to the Company's assertion that netadditions are the relevant incremental
distribution costs because newdistributionplant addi tions depend largely upon local 1zed
customer load growth, the Energy Consortium states that the Company uses system peak load
growth rather than the sum of the local 1zed customer load growth to derive its marginal
distributioncost(Energy ConsortiumReplyBriefat 11). According to the Energy
Consortium, the slowdown 1n the economy and in load growth creates unused distribution
capability, thereby resulting In overestimated marginal distribution cost. Conversely, when
load growth Increases, the Energy Consortium argues that the Company wi Il not have to add
distribution plant because of this excess distribution capacity, and that thiswill result in
unusually low marginal distribution costs (id. at 12).

Moreover, the Energy Consortiumasserts that the Company alluded to anaccounting

problemwith the classificationofdistribution-relatedplant in Accounts 360362 (1d. at 12).

B Initsoriginal testimony, the Energy Consortiumrecommended that the Company use

aten-year average between 1982 and 1991when calculating marginal distribution
costs (Exh. EC-9, atX). The Energy Consortium laterrevised itspositiononbrief
by recommending a di fferent approach to the calculation (Energy ConsortiumBrief
at 21-22). Consequently, the Energy Consortium's positiononbriefbearsno
resemblance to 1tsprefiled testimony or the testimony of itswithesses oncross-
examination regarding the calculation of marginal distribution costs.
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herefore, according to the Energy Consortium, the trending of additions and retirements in
Accounts 1R as the basi s for calculatingmarginal distributioncosts 1Is suspect, because a
portion of these costs are transmission-related (1d.).

(B) The Company

The Company argues that the Energy Consortium's "unsupportedbr ief arguments and
discredited evidentiary presentationshouldbe rejected’ (Company Brief at184). According
to the Company, since new distributionplant equipment serves not only increased local1zed
demand and new customer growth but also existing customers, the netadditions are the
relevant incremental distribution costs (id. at1®). herefore, incremental distribution costs
have been estimated for eachdi stributionplantaccountbased uponthe newadditions placed
iIn service from 1987 through 1991 (i1d.).

Further, Cambridge maintains that itemployed 1ts previously accepted approach in
determining the marginal cost of distribution plant with a significant refinement of adjusting
eachyear's retirements tomid-1993dollars, 1nthe calculationofnet additions (id. at 18])
Cambridge asserts that the Energy Consortium ignored this refinement inthe calculation (id.
at 183). Inresponse to the Energy Consortium's contention that the five years chosen are
not representative of future di stribution costs, the Company points out that any altemative
calculation proposed by the Energy Consortium to mitigate the "lunpiness' results inhigher
marginal distributioncosts (i1d). Cambridge claims that the Energy Consortium, therefore,
developad this altemative apgproach, which results in lower marginal distribution costs for the
firsttime onbrief (1d. at 184). According to the Company, these altemative calculations

re inforce the Company's calculationand usage of the most recent five years' experience
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(1d.).

Cambridge asserts that the Energy Consortium's criticismthatthe Companydidnot
demonstrate a statistical correlation between net distribution plantt additions and increases 1n
load has not been rai sed by the Department inprior Company proceedings (1d.). The
Company maintains that nothing in the record supports the Energy Consortium's suggestion
that the Company has excess distribution capacity (Company feplyBrief at7l). Inaddition,
Cambridge states that the Energy Consortium's reference to an accounting problem
associated with the classification of distributionrelated plant 1n Accounts 3% 1S wrong
(1d.).

iii. Analysis and Findings

he Company's method for calculating 1ts marginal distribution costs i1s consistent
with the method approved in 1ts last rate case proceeding, wi'th the exceptionofa change in
the calculationof retirement indi ces, whichaddresses the concems raised by the Attomey
General 1n that case. See D.P.U. 89-109, at 70-72.

In the instant proceeding, the Energy Consortium has provided no evidence to justify
adeparture fromthe Department’'s precedent. Further, the Departmentagreeswiththe
Company that the Energy Consortium's approach appears results-oriented as the Energy
Consortium recommends using the results from a previous case that applied virtually the
same methodology as 1s employed 1n the present case. Itappears that the Energy Consortium
suggests this approach only because 1tyields preferable results from the Energy Consortium's
standpoint. Accordingly, the Department finds the Company’'s method of calculating i1ts

marginal distribution cost acceptable.
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e. Energy-felated Marginal Costs

he Company calculated marginal energy costs by using a production cost simulator
model to develop awe ighted average lambda for each rating period. The we ighted average
lambda was computed by we 1ghing each hour's lambda by the respective hourly load. hese
costs Include start-up costs andwere 1Increased by a working capital adjustment, after taxes,
based on fuel stocks only (Exh. CEL-2L, at 9). The Intervenors did not contest the
Company's proposed calculation of its marginal energy costs.”

The Department finds the Company’'s method of calculating marginal energy costs
consistentwithDepartment precedent and, therefore, 1sacceptable. However, the
Department has previously found that marg inal energy pri ces should reflect the most up-to-

date fuel price assumptions avai lable. See Fitchburg Gas and ElectriclLight Company,

D.P.U. 90-122, at 4 (1990). In response to fecord Request DPU-33, the Company

provided revised marginal energy costs using a fuel price forecast that Rl prepared
specifically for ComEnergy System. The Department finds 1t appropriate to use the most
current informationavai lable when calculating marginal energy costs. Accordingly, the
Department orders the Company to employ the marginal energy costs that were presented in
Record Request DPU-33.

3. Translating Embedded and Marginal Costs i1nto Rates

a. The Company's Proposal

According to the Company, the proposed rates reflect marginal cost pricing to the

7“ The Energy Consortium's positionregarding the translationofmarginal costs into
base rates i1s discussed 1nSectionVl1.C.3, below.
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greatest extent possible, giving consideration to the goal of rate continuity and the revenue
requirement constraint (Exh. CEL-19, at 12). Indesigning Its proposed rates, Cambridge set
demand charges equal to marginal costs. Customer charges were set significantly below
marg inal customer costs, taking rate continuity into consideration(id.). Inorder to
determine prel iminary energy charges (also referred to as net marginal energy cost), the
Company subtracted the forecasted rate-year fuel charge, containing both capacity-and fuel-
related expenses, of $.03240 from marginal energy costs (id. at 14; Exh. CEL-26,
llorkpaper5.l). Since marginal costs are below embedded costs for every rate class, the
proposed energy charges were increased to recover the remaining revenues (Exh. CEL-19,
at 12).

b. Positions of the Parties

i. The Energy Consortium

The Energy Consortiumasserts that the Company should subtractboth the forecasted
fuel charge and the conservation charge from the marginal energy cost to determine its
energy charges (Energy ConsortiumBrief at 23). The Energy Consortium asserts that the
fact that the fuel charge and the conservation charge are collectedonaKiHbasis 1sthe
only relevant matter, regardless of the costs recovered through these charges (Energy
Consortium Reply Brief at 13).

i1. The Company

The Company disagrees wi th the Energy Consortium's assertion that the conservation
charge should be backed out of marginal energy costs whendeveloping energy charges

(Company Brief at 190, n.156). Cambridge asserts that since 1tdidnot include conservation
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charges in the marginal energy cost, they need not be backed out when designing rates. he
Company agrees wi th the Energy Consortium, however, that s ince forecasted fuel charges
are reflected i1n the marginal energy cost, they should be backed out when applying the
marginal energy costs to base rates (Company Reply Brief at 72).

C. Analysis and Findings

he Department has recently addressed thi s 1ssue and reaffirmed our well-establ 1 shed

precedent. See Boston Edison Company, D.P.U. 92-92 (1992). The Department found that

average fuel cost only - excluding purchased power, CiM, and transmission - should be
subtracted from the marginal energy cost to determine the net marginal energy cost.
1d. at 22.

The Department agrees wi th the Company that 1t 1s inappropr iate to subtract fromthe
marginal energy charge the conservation charge. his charge is related to the recovery of
conservation expenses and was not included 1n Cambridge’s calculation of 1ts marginal
energy cost. Nor 1s 1t appropriate to use a fuel charge that reflects expenses such as
purchased power and transmission expense.

Accordingly, the Department accepts ne 1 ther Cambr idge’s proposal, nor the Energy
Consortium's recommendation on this matter. The Company is directed to calculate
prel iminary energy charges by subtracting from marginal energy costs the average fuel
portion of the forecasted fuel charge of $0.01600 per KiH.*

The des1gnofeachrate shall conformwi th the Department’'s findings inthe rate-by-

E (($19,246,200 + $5,158,400) - $3,037,229)/1,334,684,000 KIiH = $0.01600 per
KIH (Exh. CEL-26, lorkpaper 5.1).
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rate analysis section, below.

4. Rate-by-Rate Analysis

a. Residential Rate ?-1

fesidential Rate k-1 1s available for all regular domestic use of electricity
(Exh. CEL-2, Sch. 2). The Company proposes a monthly customer charge of $8.00 and a
single energy charge of 7.067 cents per KiH (id., Sch. 5, at 1). The Company states that i f
the energy charge were set at full marginal cost, fate k-l would have a monthly customer
charge of §16.16 (Exh. CEL-19, at 14). The Company asserts that such a customer charge
would cause a disproportionate pattem of b Il impacts for both small and large use residential
customers (id.). Inorder to level the pattem of rate 1mpacts, the Company set the customer
charge at $8.00 per month, and adjusted the energy charge upward to recover the remaining
class revenue requirement (1d. at 14-15). No party commented on the Company's proposed
Rate R-1.

The Department has performed an analysi s of the i1mpacts onmonthly customerbills
from the increase iInclassrevenue forRate?-1. Based onthis analysis, the Department
finds that a customer charge of §.9 1 s more consi stent wi th the Department’'s goal of rate
continuity thanthe Company's proposed customer charge of$8.00. Accordingly, the
Departmentdirects the Company to set the kate k-l monthly customer charge at $7.5 and
reconcile the remaining class revenue requirement in the energy charge.

b. Residential Space Heating Rate R-3

fesidentialfatef-3 1savailable for customerswho use electric energy as their

primary space heating source (Exh. CEL-2, Sch. 2). The Company proposes a monthly
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customer charge of $8.50 and a single energy charge of 7.477 cents per KiH (1 d., Sch. 5,
atl). The Company states that 1f the energy charge were set at full marginal cost, fate R-3
would have a monthly customer charge of $2.3% (id. at 15). The Company asserts that such
a customer charge would cause a disproportionate pattem of bill impacts for both small and
large use residential customers. Inorder to level the pattem of rate impacts, the Company
set the customer charge at $8.50 per month, and adjusted the energy charge upward to
recover theremaining classrevenuerequirement(id.). Noparty commentedonthe
Company's proposed Rate R-3.

The Department has performed an analysi s of the 1mpacts onmonthly customerbills
from the increase iInclassrevenue forRate?f-3. Basedonthis analysis, the Department
finds that a customer charge of 8.4 is both reasonable and cons i stent wi th the Department's
goal of rate continuity. Accordingly, t